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PREFACE 


B ank Organization and Operation is one of a series of 
three courses on banking included in the curriculum of 
the American Institute of Banking. While this course is the 
first of the group, it is not elementary. As a prerequisite to a 
thorough understanding of the theoretical and administrative 
aspects of banking discussed in Banking II and Banking III, 
the student mtist have a comprehensive knowledge of the 
process by which our banking system carries on the millions of 
banking transactions that take place each day. 

Banking I is a working manual of the practical operations 
of a bank, department by department. It explains the complex 
systems by which it is possible to clear checks all over the 
country, to receive deposits and make loans, and to perform 
the numerous functions of the modern bank safely and ex- 
peditiously and without excessive cost. The subject matter is 
amplified by means of suitable forms. 

The author of the text, George D. Bushnell of the Ameri- 
can National Bank and Trust Company of Chicago, has had 
wide experience in practical banking, both as a bank executive 
and as an instructor, having taught this subject in Chicago 
Chapter of the Institute for a number of years. The present 
edition of Banking I was taught in manuscript form in Mr, 
Bushnell’s classes during the chapter year 1936-1937. 

In building this course, the Institute received the active co- 
operation of the Bank Management Commission of the Amer- 
ican Bankers Association, which appointed a committee to 
review the manuscript and offer criticisms and suggestions. 
The Institute is deeply indebted to the Commission for its 
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services, and particularly to the committee, which consisted of 
G. Fred Berger, Norristown-Penn Trust Company, Norris- 
town, Pennsylvania; Arch W. Anderson, Continental Illinois 
National Bank and Trust Company, Chicago, Illinois; and 
Fred B. Brady, Commerce Trust Company, Kansas City, 
Missouri. 


Harold Stonier 

National Educational Director 
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Bank Organization and 
Operation 

CHAPTER I 
BANKS AND BANKING 
The Purposes of This Chapter: 

1. To outline the reasons for the public interest in banking. 

2. To explain the principal functions exercised by banks. 

3. To indicate the various classifications of banks. 

I T IS often said that the United States is a nation of business 
superlatives. Its business enterprises are larger and more 
varied than those of any other country in the world. “Largest 
in the world,” “most extensively used,” and similar phrases 
commonly describe the results of American endeavor. It is 
recognized that Americans demand more, use more, and pro- 
duce more than citizens of other nations. There is no nation 
so widespread in so many major activities, among them agri- 
culture, mining, manufacturing, and trade. 

The American people not only use more modem business 
facilities and conveniences than other nations in proportion to 
population but use them to a greater extent. It is not only 
that we have more automobiles, telephones, railroads, and the 
like, but that they are more extensively used by our population 
than are those same hicilities in other countries. These facts 
arc material evidences of the constmedve American ambition 
that has brought us from a minor, insignificant positicHi to a 
commanding one among the nations of the world. 

7 
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The purpose of calling attention to these facts at the begin- 
ning of a study of Bank Organization and Operation is not to 
“point with pride” to the accomplishments of the past or to 
the part banks have played in assisting agriculture, trade, and 
industry. It is rather to emphasize the constructive challenge 
that these facts present to individual bankers, to banking insti- 
tutions, and to the banking system as a whole. 

Bankjng and the Public Interest — ^There are thousands ^ of 
banks in the United States of varying size, type, and scope. 
They range in size from those of modest proportions in small 
villages and communities, with resources in the thousands, to 
metropolitan banks ranking among the largest in the world, 
with resources in the billions. Some banks conduct their busi- 
ness at a single location; others have a multitude of branch 
offices scattered over the city, trade area, or state in which the 
main office is situated. There are banks that provide only sav- 
ings facilities, or only commercial services, or only trust serv- 
ices. There are others that provide all these facilities and 
services through a departmentalized organization. 

The type, the size, the location, and the extent of facilities 
of these thousands of banks are determined by the needs and 
demands of their customers and by a code of laws which has 
grown up over the years. These needs and desires vary greatly. 
Millions of wage earners are primarily interested in the sav- 
ings services of banks. Farmers, merchants, manufacturers, 
jobbers, and a host of others need and use commercial banking 
services. Both individuals and corporations find trust services 
elective and economical. Within the framework of banking 
law, a bank’s customers, both actual and prospective, directly 
affiect the size, the type, and the extent of services of that bank. 
The cumulative effect of all these customer-bank relationships 


1 As of June 30, 1938 — 15,287. See Table I, Appendix. 
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is seen in the banking laws, the banking practices, and die 
major characteristics of the entire banking system. 

With millions of bank customers employing the deposit 
and checking facilities, the loan fadlides, the collection serv- 
ices, and numerous other services, the importance of banking 
becomes an established fact. If these services were no more 
than convenient and economical, they would still play a prom- 
inent part in the efBcient conduct of trade and commerce 
because of the extent to which they are used. But banking 
functions have progressed far beyond the stage of convenience; 
they have become necessities to millions of customers, since 
most of the &cilides provided by banks are not duplicated by 
other agencies. The very few that are offered by others are 
either only pardally performed or performed vdthin a limited 
range. 

The consequences of banking services and facilides are like- 
wise of vital significance to additional millions who are not 
customers of banks, for every individual or business enterprise, 
in dealing with a commercial customer of a bank, is indirectly 
affected by those services. Business deals of non-customers with 
customers frequently depend upon the reladonship between 
the customers and the bank. If the customer-bank reladonship 
is sadsfactory, business firms with which a customer deals will 
find their transacdons prompdy and properly completed. It 
is the same with bank-customer reladonships of a personal or 
thrift nature. The reserve funds of an individual ordinarily 
are not destined for his use alone, but for the protecdon of his 
family and other dependents and of his creditors as well. Thus 
the public at large has a direct interest in banking; its well- 
being is subject to the success or failure of the individual banks 
and to the adequacy or inadequacy of the banking system as 
a whole. This effect of banks upon customers and non-cus- 
tomers is so marked that banking has long been recognized as 
being imbued with a public interest. 
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The interdependence of banking and the public has been 
demonstrated repeatedly in the banking history of this and 
other countries, not only in the dim past but in very recent 
times. It was dramatically demonstrated in the United States 
by the bank moratorium in 1933. During the moratorium 
even the most casual observer saw clearly that business and 
banking were inseparable, for the business and trade of the 
entire nation were paralyzed when deprived of the ordinary 
facilities of banks. Recognizing this public interest, all groups 
concerned should strive to improve banking conditions by 
working toward constructive objectives. 

Banking Objectives— The primary joint objective of bank- 
ers, banking associations, governing and supervising authori- 
ties, and the public at large has been, and continues to be, the 
elimination of practices that are detrimental to the stability 
of individual banks and to the success of the entire banking 
system. In effect, each group demands certain conditions par- 
ticularly desirable to itself. The foremost interest of the public 
is the safety of funds entrusted to banks and efficient service 
at reasonable cost. The primary objective of governing and 
supervising authorities is the prevention of ban\ failures and 
the promotion of an effective banking system. The principal 
objective of bankers, banking associations, and owners of 
banks is profit obtained by a conservative performance of 
banking functions. Supervising authorities rely upon exam- 
ination and regulation, and their knowledge of banking con- 
ditions is used to advantage in the framing of laws and 
regulations. Bankers and bankers associations emphasize study 
and application of conservative principles in bank manage- 
ment and operation. They also contribute substantially to 
the formulation of laws and regulations and to the public 
dissemination of information as to what constitutes good 
bankine. 
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These constructive efforts are not limited to group or organ- 
ization activities; individuals in banks, for example, contribute 
to the welfare of their own bank and of the banking system 
by the study and application of the many factors involved in 
adequate, conservative, and profitable banking. The benefits so 
derived are personal as well as general, for the individual im- 
proves his own position, prepares for added responsibilities, 
and, incidentally, for increased remuneration. 

The Study of Ban^ Organization and Operation — A gen- 
eral knowledge of banking requires an approach from many 
angles. An understanding of the broad principles of business 
economics, of the law of contracts and negotiable instruments 
(Law I and Law II in the Institute curriculum), of the more 
specialized phases of banking (Trust Business and Credit Ad- 
ministration), and of other subjects included in the Institute 
Standard and Graduate series is a necessary supplement to the 
practical work of the individual banker. Among the many 
Institute courses, there are three that may be regarded as almost 
a unit— Bank Organization and Operation, Money and Bank- 
ing, and Bank Administration. 

It might be said that Money and Banking (Banking II) 
explains the “why” of banking— the broad facts concerning it 
and the economic and financial laws as they are applied to, or 
fulfilled by, banking. A knowledge of the subject matter of 
this course is essential if the major problems of the individual 
bank are to be considered intelligently. Bank Administration 
(Banking III) is devoted to a consideration of the principles 
and policies best adapted to meet the problems of the indi- 
vidu^ institution; it explains the “what” of banking. 

No matter how complete a banker’s knowledge of funda- 
mental economic and financial laws may be, and no matter 
how well he can translate those laws into suitable policies for 
an individual bank, the real test of that knowledge and ability 
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is the successful application of laws and policies to the millions 
of banking transactions taking place each day. Therefore, a 
third viewpoint is necessary. Bank Organization and Opera- 
tion (Banking I) deals with the systems and methods by 
means of which bank policies are converted into action; it has 
to do with the “how” of banking. 

Customer Contact or Customer Relations — ^Among the 
changing practices of banking are those concerned with cus- 
tomer relations — ^the ways and means by which banks en- 
deavor to promote a better knowledge and understanding of 
the functions which banks perform in our economic life. The 
attitude of the modern bank in its customer contacts, or 
customer relations, is noticeably different from the attitude 
that formerly prevailed. Today the advertising of a bank and 
its services is a matter of common practice and is recognized 
as a constructive and essential part of banking procedure; yet 
in earlier times such publicity was considered unseemly if not 
actually unethical. Direct solicitation of business by representa- 
tives of banks, formerly considered unprofessional, is now an 
integral part of banking activities. Bankers, as well as the 
informed public, are alert to the benefits arising from the 
creation of new ways and means of service and new applica- 
tions of facilities to the needs of customers, and they recognize 
clearly that such a course is advantageous to all concerned. 

In their advertising, banks call attention not only to their 
financial stability and to their experienced and well regarded 
management but also, very directly, to the efficiency of their 
services. For example, the efficient operation of a service such 
as the collection of checks has been, and will continue to be, 
an excellent means of obtaining new business to the satisfac- 
tion and profit of both the customer and the bank. 

Contacts with customers, or customer relations, continue to 
play an important part in the management and operating 
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policies of banks, for a satisfied bank customer is no less pro- 
ductive of profit to a bank than is a satisfied business customer 
to a retail store or to a manufacturer or to any other kind of 
business enterprise. In creating good will by the efiScient, cour- 
teous, and economical transaction of a customer’s commercial 
banking business, a bank creates additional opportunities to 
serve the customer in ways which he has not used before but 
which are adapted to his needs and are profitable to the bank. 
The student of banking must therefore be alert to the benefits 
of good customer relations based upon an extensive, con- 
structive, and profitable utilization of banking services and 
facilities. 

Principles and Operations — Certain rules of practice have 
been developed as a guide to the establishment and conduct 
of banks imder circumstances favorable to the best interests 
of all concerned. These may well be called “principles of 
banking.” Many of these rules — such as the minimum reserve 
requirements — ^are embodied in national and state banking 
laws; others are included in the by-laws of banks; still others 
appear as policies established by the boards of directors of 
banks. Many rules and regulations formulated by such organ- 
izations as clearing house associations, state bankers associa- 
tions, and national bankers associations have been voluntarily 
adopted by banks in an endeavor to improve steadily and 
consistently the practice of banking. 

These principles require able judgment on the part of 
the management, competent personnel, and adequate equip- 
ment if banking transactions are to be performed to the 
satisfaction of both the customer and the baiik. Constant study 
of the changing problems of each department is necessary in 
order that transactions may be carried out accurately and 
economically. This phase of banking, known as ban\ opera~ 
tionSt involves the pracdcal application of the principles of 
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banking to the milli ons of transactions passing through the 
banks daily. 

The Importance of Ban\ Operations — Banking is fre- 
quently referred to as a profession. Certainly experience has 
demonstrated that specialized knowledge, professional train- 
ing, able judgment, and a strict standard of integrity arc 
essential to the successful conduct of any bank; but knowl- 
edge, training, and judgment are effective only when the 
mechanics of operation are efficient. Banking is a business, 
subject to the principles of business efficiency. Bank operations 
constitute the mechanics of ha nkin g — ^the production, or busi- 
ness, side. Just as the management of a manufacturing plant 
is dependent on efficient production, so a bank’s management 
expects that its policies will be carried out effectively on a 
competitive basis with other banking organizations. 

That the primary importance of bank operations is not yet 
realized by some bankers is perhaps due to the fact that the 
emphasis on the profit possibilities of operations is compara- 
tively new, whereas in industry it has long been recognized. 
It was not always so in industry, however, for in earlier times 
industry’s main problem was the conversion of raw materials 
into finished products to meet a ready demand. As a result 
of competition to meet the needs and changing desires of the 
public, the production phase of industry has been brought, 
step by step, to an efficient state. The outstanding example to- 
day of an effective combination of management and produc- 
tion (or mechanical operation) is the automobile industry in 
this country. Committed to a policy of a better product at 
lower cost, the automobile industry has shown by experience 
that management and production are inseparable components 
in successful business undertakings. 

A bank sells a service, or a combination of services, and not 
a product. Not many years ago the main problem of a bank 



BANKS AND BANKING 


15 


was comparable to that of the manufacturer of former times. 
If a bank could obtain deposits, it could use those deposits, 
together with the capital funds of the stockholders, in a wide 
range of earning assets. Provided losses on these principal 
earning assets (loans and investments) could be kept within 
moderate limits, the bank was considered prosperous; at diat 
time economy in operations was of secondary importance. 

Gradually, however, additional banking facilities were de- 
veloped to meet the needs or desires of bank customers; the 
volume of business increased; and the cost of equipment, space, 
and personnel became factors of major importance. Recently 
the declining volume of commercial loans and lower interest 
rates, together with the factors mentioned, have emphasized 
the importance of economy and eflSciency in operations. 

Successful banks today regard management and operations 
as natural complements and accord to each the recognition 
and support to which it is entitled. Without any diminution 
of the established fact that integrity, judgment, and knowl- 
edge are essential to successful banking and that management 
today is facing greater problems than ever before, it is also 
recognized that the mechanics of banking — ^the production of 
service and economy and efficiency of operation— have as- 
sumed a major role in banking. 

The Principal P unctions of Ban^s— The general function 
of banks is to create and to service a medium of exchange. A 
medium of exchange is something that can be generally and 
satisfactorily used as money.^ For the purpose of studying 

In this country checks drawn on banks constitute the greater portion (in terms 
of volume) of the mediums of exchange. When a bank lends money, it sets up the 
amount on its books as a deposit against which the borrower draws checks. Thus 
the bank, practically speaking, creates the medium of exchange. This medium re- 
quires servicing in that the bank must be able to convert it into currency on demand, 
must eventually collect it, and must clear the checks resulting, keep the books in 
balance, and so forth. Incidentally, banks also service currency (official money) by 
counting, sorting, and checking the bills and coins as they pass though the bai^ 
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bank organization and operation, this general function — ^to 
create and to service a medium of exchange — ^will be divided 
into five specific functions, as follows: 

1. To receive deposits to be used according to banking 
practice 

2. To make loans to qualified applicants and to invest 
funds 

3. To transfer money and credit 

4. To provide a medium of exchange 

5. To hold property for others and to act on their behalf 
(the trust function). 

From the economic standpoint, then, banks may be said to 
create some mediums of exchange and to service all mediums 
of exchange. These functions are performed through the loan 
and investment activities of banks, through the use of facil- 
ities for the deposit and withdrawal of funds by customers, 
and through the handling by the banks of practically all 
money in circulation. The extent to which an individual bank 
participates in the performance of these functions, both in 
manner and in volume, depends upon the acceptable require- 
ments of its customers. The nature of the principal line of 
business in the community in which the bank is located, the 
type of bank, the general condition of business, all will affect 
the relative importance of these functions from time to time; 
but over a given period the banking system, by the conveni- 
ence and economy of its operations, facilitates trade and com- 
merce and assists in the completion of business transactions — 
in short, makes possible the present methods of American 
business. 

The Deposit function — ^The first of the specific banking 
functions to be developed was the deposit function. While it 
existed to a limi ted extent in ancient times, the origin of the 
present deposit function dates back to the revival of trade 
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following the so-called dark ages. Invariably, as trade and 
commerce developed within a country or between coimtries, 
the protection of gold and silver coin and other valuables of 
small bulk became a pressing problem to traders — ^in England, 
in France, in Holland, and in other countries. 

Confronted with this problem, merchants and traders 
looked about for persons of integrity and responsibility who 
were in a position to provide physical protection for cash and 
other valuables of small bulk. The persons who could generally 
meet these requirements at that time were the goldsmiths. As 
a class they were honest and financially responsible. The 
nature of their business required them to keep on hand sup- 
plies of precious metals and jewels. For the protection of such 
supplies, the goldsmiths used strong iron-bound chests, fitted 
with staunch locks. As a further measure of protection, the 
apprentices who lived and worked in the combination home 
and shop of the goldsmith acted as guards. 

The factors of character and financial responsibility were 
regarded as primarily essential in the custodian of funds, and 
the protective features offered by the custodian were of sec- 
ondary importance. Experience since then has served to em- 
phasize the importance of the double requirement, and today 
it is more strongly entrenched in our banking system than 
ever before. 

Having selected as safe, reliable, and convenient a place as 
could be found, the merchant left with the goldsmith a sealed 
bag containing the coin or other valuables. The receipt issued 
for this transaction called for the return of the identical bag 
with its contents undisturbed. A fee was paid the goldsmith 
for the protection rendered. The entire transaction was merely 
one of protection, s imil ar to the modern safekeeping facilities 
of trust companies and commercial banks. 

Today, as we look at the museum exhibits of the strong 
boxes of those earlier days and compare them with our mod- 
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ern steel vaults, equipped with intricate locks and alarms, 
protected by trained guards, and further protected by insur- 
ance, we can realize how much progress h^ been made in the 
problem of the physical protection of money. 

This purely safekeeping arrangement, requiring the return 
of the identical coin or valuables left with the goldsmith, soon 
became a deposit agreement. Gradually, instead of returning 
the identical funds, the goldsmith, by agreement, returned 
funds of equal value, in the meantime using the money for 
loaning purposes. 

Referring to the proposal to form a public bank introduced 
in the British House of Commons in i^i, one banking his- 
torian says: 

“Up to this time the so-called bankers were really pawn- 
brokers. The country people found it expedient to leave their 
small savings for safe keeping with goldsmiths and other city 
merchants, whose shops included among their fittings strong 
boxes which defied thieves. These clever people soon found 
that instead of keeping these savings locked up, they could 
make loans on ample security to anyone, from the King down 
at an interest which paid them well.” ® 

The Loaning V unction — ^Early loaning practices were 
actually pawnbroker transactions. For the repayment of a loan, 
the goldsmith depended on the value of the property pledged 
and in his possession. Loans based on the business of the indi- 
vidual and not specifically secured by pledge of personal prop- 
erty were almost unknown. This situation has been reversed 
durough the years; in American banking today unsecured 
loans, developed in conformity with the habits and practices 
of business, are an important part of the business of banks. 

From earliest leaning operations, the principle that loans 

2 Selfridge, H. Gordon, The Romance of Commerce; John Lane Company, New 
York, 1918 
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are made at the risk of the banker and that the profit earned 
or the loss sustained is his concern alone has been clearly 
understood. Regardless of profit or loss resulting from the em- 
ployment of the funds in loans, the goldsmith was obligated 
to return the sums to his depositors according to the agree- 
ments made, just as the bank today is obligated to return 
funds to its customers according to agreement, regardless of 
whether profits or losses have resulted from the use of the 
funds. 

While the motive prompting these early bankers to accept 
deposits was the profit to be obtained, the ultimate result of 
the loans was to assist in the carrying on of trade and com- 
merce, to benefit the merchants as well as the bankers, and to 
encourage the growth of the community and country by mak- 
ing the production and movement of goods more efficient and 
economical, as is the case today. 

The Transfer of Funds — ^As trade within a country or 
between countries expanded, there arose the problem of trans- 
ferring funds from one point to another as needed. In early 
days, merchants traveling from one part of the continent to 
another had to carry cash to pay for their purchases. Not only 
was this an added cost and danger, but it was a deterrent to 
the rapid development of trade. Guards had to be provided to 
protect the money on the way. This at best only lessened the 
danger, for a strong band of outlaws could overcome the 
guards. 

Even in fairly recent times the transportation of money 
has been a major problem. For many years after the discovery 
of gold in California in 1848, the transportation of that gold 
and of money was a matter of great concern. Individuals estab- 
lished services for the protection and transportation of gold 
and money, among them the founders of one of the leading 
California banks. 
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While there are still problems in the transfer of currency 
today, they are few in comparison with those of earlier days. 
The Federal Reserve System and the commercial banks of the 
country, with their facilities for the shipment of coin and 
currency, have min imiz ed the risk and cost of transportation. 
Other occasions that require the transfer of actual currency 
are met by companies which are organized to provide such 
service and protection at reasonable fees. These companies, of 
excellent reputation and equipped with fleets of armored cars, 
trained guards, and protective insurance, do an extensive busi- 
ness in the transportation of cash. Large chain store systems, 
oil companies with numerous service stations, and similar 
concerns are constant users of such transport services. These 
and other bank customers often retain the transport companies 
for the entire handling of their cash receipts, including collect- 
ing, proving, sorting, and depositing them. 

In addition to the transfer of actual coin and currency, 
credit is transferred by telegraph (the wire transfer system) 
and by the use of the circulating mediums created and serv- 
iced by banks. 

The Circulating Medium — ^Transportation of cash is in- 
convenient and generally expensive. If, instead of the cash 
itself, an order representing cash proves to be acceptable, the 
cost and inconvenience incident to the transfer of actual ctir- 
rency are greatly reduced, and such a medium of circulation 
can be expanded extensively. This situation was appreciated 
by the merchant-bankers of early times, who, as they increased 
in number and in importance and established branches or 
representatives in other cities and countries, began to make 
use of informal intercompany orders instead of shipping cash 
from one place to another. Organizations such as the House 
of Rothschild developed this system to a very high degree. 
Gradually die service was extended to their customers, and 
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this was the begiiming of the modem checking system. An 
example of the use of these informal orders was the arrange- 
ment which existed between the House of Fugger in Germany 
and its representative in Rome. A German merchant who 
deposited gold with the head of&ce in Germany received an 
order on the representative in Rome. With this order the mer- 
chant coiold travel in safety; he had no need to carry gold with 
him, and yet he covdd obtain gold on his arrival in Rome 
where he had use for it. 

Today, whether the individual or business concern to 
whom money is due is located in the same city as the debtor 
or a thousand miles away, payment of bills may be made by 
check because of the services rendered by banks in providing 
for the use of orders in place of money and in arranging for 
the collection of those orders. Actual currency is now the 
“small change” of business, for, according to estimates, over 
90% of the daily financial transactions are settled by the use 
of checks or drafts. 

Trust Functions — In recent years the problems incident to 
the handling of both real and personal property have grown 
to such proportions that individuals as well as business organ- 
izations have found it desirable to utilize the services of special 
institutions, known as tmst institutions. Trust functions, exer- 
cised by banks in conformance with established principles and 
careful practices, have opened up a wide field of profitable 
service. The nature of the facilities of banks makes the exten- 
sive, economical, and safe fulfilment of trust services a logical 
adjunct to commercial banking and savings banking. 

Although trust banking, by the nature of its operations, is 
essentially different in major respects from commercial bank- 
ing, fiduciary functions are being exercised more and more by 
commercial banks. The separate trust department in the com- 
mercial bank was a logical development. Customers like to do 
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business with an institution that renders good service, and 
when their commercial and savings banking requirements are 
satishictorily met and their contacts with the officers and em- 
ployees of those departments are pleasant and friendly, they 
are inclined to consult the bank about their trust problems as 
well and as a result customers vdll be inclined to conduct their 
entire business — commercial, savings, and trust — ^with the same 
institution. 

Foreign Banking and Exchange — ^Many of the larger 
metropolitan banks maintain a special department which 
handles transactions in foreign credits, transfers of balances, 
the purchase and sale of exchange, and other financial opera^ 
tions arising from international trade or travel. While foreign 
banking and exchange operations are a distinct and separate 
field, they are often included in commercial banking organ- 
ization services, since the customers of the commercial depart- 
ment are also customers of the foreign department. In this 
study of bank organization and operation, foreign banking 
and exchange can be considered only briefly, and principally 
in coimection ivith other banking operations. 

Classification of Banks — ^Banks may be classified in several 
ways, each classification being based on some particular char- 
acteristic (charter, type of business, and so forth), although 
there may be and is considerable overlapping. The four major 
classifications are: 

1. Source of authority— state banks and national banks 

2. Membership in the Federal Reserve System — ^member 
banks and non-member banks 

3. Kinds of services rendered — commercial banks, savings 
banks, and trust companies 

4. Form of organization— unit banks, branch banks, chain 
banks, and group banks. 
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State Banjos and NaHond Banins— \ 5 atjl the National Bank 
Act was passed, most American banks were state banks. They 
received their powers from, and were subject to regulation by, 
the state in which they were located. American banks were 
first established by special laws of the state, and each bank 
had to be authorized to operate by a special act of the state 
legislative body. As banks increased in number and impor- 
tance, the states passed general banking laws which governed 
all state banks. These laws included the rules and regulations 
under which new banks could be established, as well as the 
controls to be exercised thereafter. Today there is only one 
state, Delaware, in which banks are still individually char- 
tered by special act of the legislature. In the remaining states, 
banks are chartered and regulated by general banking laws. 

The National Bank Act was passed during the Civil War 
(June 3, 1864) and provided for the chartering of banks under 
the supervision of federal authorities. These national banks 
may be located in any state and are operated under the direc- 
tion of the Comptroller of the Currency. Chartered by the 
Federal Government and subject to identical rules and laws 
regardless of location, national banks have greater uniformity 
in operation and powers than state banks (consisting of forty- 
eight varieties), the capital, powers, and supervision of whidi 
are established under ^e laws and regulations of the state m 
which they arc located. This distinction between national 
banks and state banks was particularly marked for many years 
in that the bank name indicated the scope of operations per- 
mitted the institution in a particular locality. The diagram of 
bank control (Figure i) shows the lack of a common basis of 
control for national banks and state banks before the forma- 
tion of the Federal Reserve System. 

Federal Reserve Federal Reserve banks were estab- 

lished in 1914 to provide a more elastic currency, to centralize 
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the gold reserves of the country, to establish more effective 
supervision of banking, and to provide a means of rediscount- 
ing commercial paper. The United States is divided into twelve 
Federal Reserve districts, each with a Federal Reserve bank 
centrally located in a major city and with branches in other 
important cities of the district. These districts, vnth the Fed- 
eral Reserve banks and their branches, are shovm in Figure 2. 

Each member bank owns stock in the Federal Reserve 
bank of its district equal in amotmt to 3% of the member 
bank's capital and surplus and may be required to subscribe 
up to 6 %. On December 31, 1938, the paid-in capital stock of 
the Federal Reserve banks (all owned by member banks) 
totaled $134,575,000. 

Federal Reserve banks do not come in direct contact with 
the public except to a very limited extent in connection with 
Federal Government financing. Their main contact is with 
member banks. 

Membership in the Federal Reserve System automatically 
carries with it the following facilities and privileges: 

1. Rediscoimting eligible commercial paper and obtaining 
advances on promissory notes secured by eligible paper or 
other acceptable collateral 

2. Obtaining currency and coin when needed 

3. Direct use of the Federal Reserve check collection sys- 
tem 

4. Direct use of the Federal Reserve non-cash collection 
service 

5. Transfer of funds by telegraph 

6. Drawing drafts on Federal Reserve banks, including 
Federal Reserve exchange drafts for which immediate credit 
at par may be obtained in thirty-seven Federal Reserve banks 
and branches 

7. Use of the emblem signifying membership 

8. Membership in the Federal Deposit Insurance Corpora- 
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Figure 2. Federal Reserve Districts 
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tion by virtue of membership in the Federal Reserve System. 

Extensive use is made by many departments of these fadl- 
ides and privileges of membership; therefore they form an 
important part of the discussion in this text in Bank Organiza- 
tion and Operation. The broad and important effect of Federal 
Reserve policies in the field of finance is one of the subjects 
for consideration in the course in Money and Banking, while 
the effect of membership upon the individual bank is analyzed 
in the Institute course in Bank Administration. 

Member Banks and Non-Member Banks — Federal 
Reserve System brought increased uniformity in the conduct 
of banking and eliminated many of the differences between 
state banks and national banks. It is compulsory for all na- 
tional banks to become members of the Federal Reserve 
System. State banks may become members upon application 
and acceptance. All members, state and national, must con- 
form to uniform laws, rules, and regulations; hence there is 
little difference between the operations of state member banks 
and national member banks. 

The Federal Reserve System requires uniform legal reserves 
against deposits for all members of the same classification, 
regardless of whether a bank is state-chartered or nationally 
chartered. Every member bank located in a central reserve 
city must maintain on deposit with the Federal Reserve bank 
of the district in which it is located a minimum reserve of 
13% against demand deposits; every member bank located in 
a reserve dty must maintain a minimum reserve of io%; 
banks in all other places must maintain a reserve of 7% as a 
minimum. The minim um reserve against time deposits for 
all classes of banks is the same, 3%. The Banking Act of 1935 
provides that the reserve requirements may be increased, by 
order of the Board of Governors of the Federal Reserve Sys- 
tem, up to double the percentages here given for the different 
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classes of deposits.® The minimum, however, caimot be set 
below these basic reserves. Varying the amount of reserves is 
one of the measures of control of prices and business activity 
which is entrusted to the Federal Reserve System. The subject 
will be discussed in the Institute text Money and Banking. 

All other rules and regulations of the Federal Reserve 
System — such as eligible paper requirements, reports and regu- 
lations, transfer of funds, collection facilities, and the like — 
apply to both state member banks and national banks regard- 
less of location. The effect of the application of uniform 
regulations to both national banks and state member banks is 
shown in the second part of the bank control diagram (Fig- 
ure i). 

Non-members consist entirely of state banks that have not 
joined the system — small banks, for the most part. From the 
standpoint of volume of banking business, as measured by 
deposits, loans, investments, and all other activities, the bank- 
ing of the United States is predominantly performed by mem- 
bers of the Federal Reserve System. 

The extent of the banking business carried on by member 
banks is indicated by the resources of the members as of June 
30, 1938.* At that time the number of national banks totaled 
5,242, and all, of course, were members of the Federal 
Reserve System. The state member banks totaled 1,096, rang- 
ing from banks of $25,000 capital to some of the largest 
banks in the coimtry. By number, approximately 41% of 
all commercial banks in the United States were members 
of the system. That the non-member banks were small banks 
and performed a minor part in American banking may be 
seen from the fact that the member banks represented about 


® See Table II, Appendix. 

* Figures taken from Twenty-Fifth Annual Rq)ort of the Board of Goverooes 
of the Federal Reserve System Covering Operations for the Year 1938, p. 7 (Ss^ 
Table I, Appendix.) 
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70% of the banking resources of the country. Of the four 
groups represented in the third portion of Figure i, the state 
non-member banks (shown at the extreme left) were repre- 
sentative of only 30% of the banking resources on Jime 30j 
1938, although 59% of the banks by number of units. 

The fourth section of Figure i shows the provision of the 
Banking Act of 1935 for membership after July i, 1942. From 
present indications it is probable that membership will be 
further augmented before that date both by number of mem- 
ber banks and by total banking resources. 

Federal Deposit Insurance Corporation — By authority of 
the Banking Act of 1933, a corporation was formed for the 
purpose of providing further protection for bank depositors, 
principally those with small deposits. This was done by creat- 
ing a fund (i) through payments from banks participating in 
the plan and (2) through subscription to the capital stock of 
the corporation on the part of the Treasury of the United 
States and the Federal Reserve banks. Provision was made for 
additional funds through the borrowing power granted to the 
corporation by law. 

All members of the Federal Reserve System are required 
to become members of the Federal Deposit Insurance Corpora- 
tion. Banks which are not members of the Federal Reserve 
System may become members of the Federal Deposit Insur- 
ance Corporation upon application, examination, and accep- 
tance, and they are then subject to its rules and regulations. 
Figure i indicates the position of all banks with regard to 
membership and regulation by the corporation. 

The Banking Act of 1935 revised the status of members 
of the Federal Deposit Insurance Corporation that were not 
members of the Federal Reserve System, by requiring that all 
state non-member banks with average deposits of $1,000,000 or 
over must become members of the Federal Reserve System by 
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July I, 1942 or forfeit their participation in the Federal De- 
posit Insurance Corporation plan.* 

The original capital funds for the corporation were pro- 
vided by the Treasury of the United States, which pxuchased 
$150,000,000 of stock, and by the Federal Reserve banks, which 
were required to subscribe an amount equal to one-half their 
surplus as of January i, 1933 (this totaled approximately 
$139,000,000). The additional working funds are provided by 
the members of the Federal Deposit Insurance Corporation on 
the basis of an annual assessment of 1/12 of 1%, payable 
semiannually, on the average deposit liability of insured banks 
over a six-month period (Banking Act of 1935, Sec. loi (h) 
(i)). 

The practice of the Federal Deposit Insurance Corpora- 
tion is to take over the liquidation of an insured bank when- 
ever necessary and, as soon as possible, to repay the insured 
depositors from the fund. The present plan provides that each 
depositor of a participating bank shall be insured to a maxi- 
mum of $5,000 of deposits. 

Commercial Banins, Savings Ban\s, and Trust Companies 
— On the basis of the type of service rendered, banks may be 
divided into three main groups — commercial banks, savings 
banks, and trust companies. 

Commercial ban}{s are those designed primarily to receive 
deposits, to make loans, to transfer money and credit, and to 
supply a circulating medium to individuals and business en- 
terprises. Their primary object is to fulfil the short term 
financial needs of trade and commerce and so assist in the 
promotion of agriculture, trade, and industry. 

Savings ban\s engage principally in the receiving of time 
deposits from persons of thrift, who place their funds in the 

^ This provision is the subject of heated political controversy and may be altered 
or amended before the effective date. 
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bank in anticipation of future needs. For the use of these 
deposits, the bank pays a regular rate of interest (or dividends 
in the case of a mutual savings bank). The primary object of 
savings banks (and savings departments of commercial banks) 
is to encourage thrift. 

Trust companies are organized to act for individuals and 
corporations by holding real property and personal property 
under specific agreements. For corporations, diey act also as 
paying agents, registrars, transfer agents, escrow agents, and 
trustees imder agreements covering mortgages and bond issues. 
For individuals, they act as administrators and executors of 
wills, escrow agents, conservators, trustees under insurance 
agreements, and in other required trust relations. Many finan- 
cial necessities are met in a safe, convenient, careful, and eco- 
nomical manner by means of these facilities. 

A large number of banking organizations serve in all these 
capacities by maintaining commercial departments, savings 
departments, and trust departments. 

Forms of Organization — ^There are various forms of organ- 
ization for the conduct of the banking business, and banks 
are often classified on this basis. The selection of a form of 
organization is governed by several factors. The benefits to the 
bank itself, the possibilities of increased service to customers, 
and local competition are all deciding elements in the adop- 
tion of one particular form in preference to another. The selec- 
tion is of course limited in states which do not permit the 
functioning of all forms of organization. The form chosen 
does not, as a matter of course, insure the stability of a bank, 
for the principles of sound banking apply in any case. Ex- 
amples of both successful and imsuccessful banks may be 
found in all forms, and the selection of a particular form of 
organization must depend upon the benefits to stockholders 
and depositors that may be obtained by its use. 
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A unit han\ has no corporate or formal connection with 
other banking organizations, its only connection with other 
institutions being the usual voluntary interbank relationships 
generally recognized as such. (Membership in the Federal 
Reserve System and in the Federal Deposit Insurance Corpora- 
tion is not, within the meaning of this definition, regarded as 
“corporate” or “formal.”) A unit bank establishes its own 
policies and has its own stockholders and directors. The direc- 
tors are not permitted to have other banking afl&liations with- 
out special permission from the Board of Governors of the 
Federal Reserve System. 

Branch ban\s maintain business locations in addidon to 
the main office. These branches may be located in the same 
city as the main office, or they may cover a trade territory or 
a state, depending on state laws and regulations. The policies 
and activities of a branch are always determined by the main 
office or central authority. 

The term group banking refers to an arrangement by 
which a substantial proportion of the stock of each bank in 
the group is held by a holding company engaged in the busi- 
ness of banking. The identity of the local bank remains intact, 
however, and its policies and operations are determined by its 
own board of directors. 

The term chain banking refers to an arrangement by which 
control of a number of banks is exercised through entire or 
majority ownership of stock by a group of individuals, who 
take an active part in formulating the policies of the banks in 
the group. 

The exact distinction between the terms chain banking and 
group bankiug is difficult to make since these terms are often 
used interchangeably and have not yet been defined in law. 
The definitions of group banking and chain banking here 
given are substantially the same as those made in 1933 by a 
committee of the United States Senate. 
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Mutual Savings Ban\s and Private Ban\s — ^Many savings 
institutions, particularly in the eastern states, are conducted on 
a mutual basis, each depositor sharing in the dividends de- 
clared in proportion to the amoimt he has on deposit. Such 
banks have no stated capital and therefore no stockholders. 
Each depositor is a proportionate owner of the bank in addi- 
tion to being a depositor. His principal right is that of sharing 
in the earnings declared as dividends. Usually only a portion 
of the earnings is so disbursed; the remainder is left in the 
form of surplus, tmdivided profits, and reserves, which, over 
a period of time, create large amounts of excess earnings by 
accumulation. These excess earnings are used by the bank in 
the same way that an incorporated institution uses its capital 
and surplus. To be eligible for membership in the Federal 
Reserve System, a mutual savings bank must have surplus and 
undivided profits at least equal to the amount of capital re- 
quired to organize a national bank in the same locality. 

Through the National Association of Mutual Savings 
Banks, an organiz^ation composed of mutual savings banks 
the United States and dedicated to their interests, some very 
interesting figures are available on the scope of operations of 
these banks. The January i, 1939 report showed 543 mutual 
savings banks operating in 17 states. On that date these banks 
had total deposits of $10,235,431^452 and total depositors of 
15,156,553. The 100 largest mutual savings banks had total 
deposits of $7,194,520,315. Of these 100 banks, 54 were located 
in the state of New York, 18 in Massachusetts, 5 in Pennsyl- 
vania, 3 in Rhode Island, 9 in Connecticut, 3 in New Jersey, 
2 in Maryland, and i each in Delaware, Maine, Minnesota, 
New Hampshire, Ohio, and Washington. 

From the standpoint of total deposits, mutual savings banks 
represent the largest group of unincorporated banking institu- 
tions. 

The number of private unincorporated banks has been 
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^eatly reduced in recent years for the reason that the national 
banking laws and most state laws now require the incorpora- 
tion of banks. In a recently published consolidated capitula- 
tion for December 1938 statements, private banks totaling 186 
were listed in 13 states. This complete comparison is shown in 
Table III of the Appendix. 

Personal Loan Institutions and Departments— There are 
many banking institutions that specialize in small loans to 
individuals. These loans may be secured by acceptable col- 
lateral or by the guaranty or indorsement of one or more 
reliable persons. Such institutions, when properly managed, 
fulfil an important banking need that often is not met by other 
banking institutions. These small loans range in amount from 
$50 to $1,000, the average amount being nearer the lower 
figure. To handle them profitably, a particular method of 
operation has been devised. The period for which a loan is 
made is ordinarily twelve months (or less), and the borrower 
repays it in equal monthly instalments. Because it is specially 
organized to handle a volume of small loans, the personal loan 
institution is able to make a profit. The cost of handling such 
loans by a bank not specially equipped for the purpose would 
amount to more than the interest received. 

Many commercial banks encourage people seeking small 
loans to make use of the services of personal loan institutions. 
Some commercial banks, however, operate special small loan 
departments with satisfactory results, and the tendency seems 
to be for an increasing number of banks to enter this field.® 
A further discussion of the personal loan department will be 
found in Chapter IX. 

The Problem of Ban\ Operations— Ax first glance it may 

®The siil^ect is discussed more thoroughly in the Institute text Bank Adminis- 
tration (Banldng HI). 
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seem almost impossible to establish methods or forms of 
operation that can be adapted to the activities of all banks — 
large and small; country, town, and city; state and national; 
member and non-member; unit, chain, group, and branch. 
When the activities of such specialized t3rpes as savings banks 
and trust companies are added, the problem appears even 
more difficult. 

A particular type of banking transaction, however, gener- 
ally calls for identical treatment no matter what the size, 
kind, or location of the bank performing it may be. The 
crossroads country bank, faced with the problem of forward- 
ing five checks to other parts of the country for payment, 
follows the same general rules as the city bank with its daily 
volume of a hundred thousand s imil ar items. In the country 
bank the problems of personnel and equipment may be small 
compared with those of the metropolitan bank, but both will 
follow the rules that experience has shown to be most satis- 
factory. For example, in collecting checks in other parts of the 
country, both institutions have the same goal; each desires 
safe, prompt, and economical conversion of the items into 
collected balances at its instimtion or at a designated corre- 
spondent bank. The general rules that govern the handling of 
the check from its entrance into the bank through the deposit 
channel to its ultimate payment are the same for all insti- 
tutions. 

The problem of operations, then, is not one of deciding 
which of many principles should be followed, for the prin- 
ciples are well established. It is rather the application of sys- 
tems, methods, equipment, and personnel in accordance with 
those principles and the adaptation of such systems and 
methods to the problems of the institution in question. In 
succeeding chapters it will be noticed that while there are 
many methods, systems, and types of equipment in use, the 
principles involved are the same for the large, the medium 
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sized, and the small bank, for all types of banks, and for banks 
in all parts of the United States. 

One more fact should be kept clearly in mind. It is not to 
be expected that operations once established can be continued 
indefinitely, since changing problems within an institution 
sometimes require a modification of existing systems and 
methods, and even, on occasion, the adoption of entirely new 
ones, in order to maintain the operations of the bank on an 
economical and efficient basis. 
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Questions Based on Chapter I 

1. Why are banks vested with a public interest? 

2. What are the purposes of banking study in the courses of the Ameri- 
can Institute of Banking? 

3. Why are bank operations important? 

4. What are the principal fimctions of banks? 

5. How are banks classified as to the type of service performed? 

6. What are the principal forms of organization used by banks? 

7. What is the main purpose of the Federal Deposit Insurance Cor- 
poration? 

8. What are the facilities and privileges of membership in the Federal 
Reserve System? 

9. To what extent is banking in the United States carried on by banks 
that are members of the Federal Reserve System? 

10, Who owns the capital stock of the Federal Reserve banks? 


Questions for Outside Investigation 

1. Is your bank a member of the Federal Reserve System? 

2. Is your bank a member of the Federal Deposit Insurance Corpora- 
tion? 

3. Is your bank a branch bank? a unit bank? a group bank? 

4. What Federal Reserve bank facilities does your bank use daily (if it 
is a member bank)? 

5. Does your bank have a commercial department? a savings depart- 
ment? a trust department? 
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Assignment 

After studying the chart on bank control (Figure i), make a similar 
chart showing the position of your own bank with regard to present 
controls. 



CHAPTER II 


BANK ORGANIZATION PROCEDURE 
The Puiposes of This Chapter: 

1. To outline the steps involved in the organization of a bank. 

2. To explain the external controls exerted upon banking and the effects 
of those controls. 

3. To discuss the internal controls exercised over banking procedure and 
the sources of authority for them. 

4. To enumerate the duties and responsibilities of a bank’s stockholders, 
directors, and officers. 

idea of organizing a bank generally originates with 
J~ a small group of business men who believe that their 
commtmity is capable of supporting a new institution. As in 
the case of other business ventures, the orgaxiizers of a bank 
rely upon the profit they will make — ^the return from the 
money and effort they invest — ^to repay them for the work 
and risks they assume in organizing and operating the bank. 
They have every reason to expect that they will realize a 
profit if the bank is operated on a basis of service to customers 
within the limits of recognized conservative management. 
The expectation of profit, without extraordinary risks, through 
service to the business and trade of the community is what 
motivates them in undertaking the venture. 

The community may never before have had a bank, it may 
have grown both in population and trade to a point where the 
need for banking facilities is apparent, and the chances of 
success may be so good that the organization of a bank is the 
logical business move; or, even with existing facilities, the 
organization of another bank may seem desirable. 

In the years immediately following the bank moratorium 

39 
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in 1933, banks were established in many communities which 
in normal times had supported banks but which, because of 
the severity of the depression, had been deprived of banking 
facilities. Sizable towns that had previously supported two or 
three banks and entire counties or trade areas left without 
banking facilities by the debacle of 1931-1932 oflFered oppor- 
tunities for the formation of new banks to take the place of 
those that had been swept away. The banks chartered in the 
United States during the period from 1933 to 1936 were 
almost •without exception replacements in communities which 
in the past had demonstrated their ability to support banks 
and where the need for banking service still existed. It is one 
of the important duties of the chartering authority to dis- 
courage the organization of banks in localities where there is 
not sufficient business in prospect to provide adequate income 
for a bank. 

Ban 1 {^ Organization Whatever may be the 

reason for thinking that a new bank will be successful, once 
the organizers have decided that the project is worthy of 
serious action, they then proceed, at first informally, to discuss 
what banking services will be needed, what type of institution 
will best suit the requirements of their prospective customers, 
and what location will be most convenient for the new insti- 
tution. 

Overoptimistic appraisals or incomplete surveys have in the 
past resulted in the chartering of institutions for which there 
was no justification. Unwise chartering of banks is most likely 
to occur at times when bank deposits are much increased and 
money rates are higher than average. Excess deposits are very 
often the result of increased commodity prices, which arc 
reflected in increased loan and discoimt levels. 

To cite a specific example of ovcrchartering: Several years 
ago a certain town in one of the western states •with a popula- 
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tion of about 1,200 had one bank. For many years the deposits 
in that bank grew steadily though not spectacularly. They had 
reached about $1,250,000 when a period of rapidly rising land 
and grain prices began. Land doubled in price within two 
years; corn, wheat, and other grains sold at nearly double 
their previous prices. Naturally the bank’s deposits increased 
as a result of these unusual and (as it turned out) temporary 
conditions. When the hank’s deposits reached the $2,000,000 
mark, a second bank was organized in the belief that the 
increase in deposits was a permanent condition. However, 
within two years prices receded and deposits decreased, with 
the result that neither bank prospered. 

Sometimes, however, steady growth or unusual circum- 
stances result in a permanent increase in the business of a 
community so that additional banks may be established with 
profit. In recent years the opening of new oil fields in Texas, 
the building and operation of refineries, and the extension of 
bus lines and railroads as a result of the development of busi- 
ness have made new banks necessary in localities where pre- 
viously there was Uttle or no need for banking conveniences. 

It should be noted that while, theoretically, chartering 
authorities have always taken into consideration the need for 
a proposed institution, today they are inclined to insist upon 
convincing proof of that need before permitting a new bank 
to open. In addition to securing the approval of the chartering 
authority, it is wise to secure the approval of the Federal 
Deposit Insurance Corporation. The need for a bank is the 
main consideration of the corporation, for reasons which will 
be made apparent in the discussion of the corporation later in 
the text. 

The organizers of a bank often obtain preliminary informa- 
tion by canvassing individuals and merchants in the locality 
for the purpose of gaining support for the proposed bank; in 
this way they ascertain not only the general public’s reaction 
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to the proposed organization but also the amount of business 
that the bank may expect to do if it is established. 

In localities where in normal times one or more banks 
have operated successfully, the record of those banks, particu- 
larly as to tjrpc of business, volume of deposits, and average 
earnings, is valuable. Such records, of course, must be con- 
sidered in the light of current conditions, for it may be that, 
because of fundamental changes, the community no longer 
needs the banking services it previously required. 

Coincident with this investigation, the group prepares a 
list of prospective stockholders, among whom are included 
those whose connections will be valuable in bringing to the 
bank business from other sources as well as their own. 

When the need for a bank has been satisfactorily proved 
and the organizers are sure that they can raise the required or 
desired amount of capital, they make formal application for 
a charter, the first step to take in attempting to qualify under 
either state or national authority for the right to operate. For 
purposes of illustration, let us suppose that the organizers have 
decided to make application for a national charter. 

The Application — ^The application for a national charter 
must be submitted to the Comptroller of the Currency. It sets 
forth the need for a bank, together with the information sub- 
stantiating this assertion; it lists the names of proposed stock- 
holders and the amoimt of stock each has agreed to purchase; 
and it gives full information regarding the general reputation 
and financial standing of each proposed director. In addition, 
it states the desired name of the new bank, the proposed loca- 
tion, and other pertinent data. 

The name chosen must not conflict with that of any other 
bank operating in the locality or be such as to confuse the 
public. It must contain the word national and may not, in the 
case of a new bank, include the words “United States,” “fed- 
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eral,” or “reserve.” If the name requested meets these require- 
ments, it is temporarily reserved pending the Comptroller’s 
action on the application. 

The nature and scope of the services to be rendered arc 
also included in the application — and, in fact, any other in- 
formation which might be of assistance to the Comptroller in 
appraising the need for the bank, its probable conformance to 
laws and regulations, and the integrity and financial responsi- 
bility of its organizers. 

Investigation and Approval— Hht oflSce of the chief na- 
tional bank examiner in the district in which the organizers 
propose to locate their bank makes a full report on the need 
for a new bank, its prospects for successful operation, the 
character of the organizers, and other matters of importance 
in connection with the application, so that the Comptroller 
may have adequate information upon which to make a 
decision. 

If the decision is favorable, the name is reserved for an 
extended period of time, and the organizers arc authorized to 
complete the remaining steps in the organization procedure. 

Articles of Association— Articles of association are now 
drawn up and signed by at least five individuals. These arti- 
cles contain the following information: the name and location 
of the bank, the names of the members of the initial board of 
directors (if not definitely named, their selection is at least 
provided for), the powers of the board of directors, the date 
of the regular annual meeting of the stockholders, the amount 
of the capital stock, its par value, and the manner in which it 
is divided, and provisions for amending the articles of associa- 
tion. In completing these articles, the organizers avail them- 
selves of the assistance of the district examiner’s office in mrder 
to be certain that they are meeting all the requirements. The 
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articles, together with the organization certificate (signed by 
the same persons who signed the articles of association), are 
then sworn to and filed with the Comptroller. 

Obtaining the Charter— Ahtt all the organization details 
have been completed and the necessary papers have been for- 
warded to Washington, the Comptroller, if he is satisfied that 
the laws and regulations have been fully met, issues a charter, 
which empowers the banking institution to begin business 
immediately. 

Governing authorities are much more strict today in their 
inspection of the need for new banking facilities than they 
used to be. The Banking Act of 1935 granted the Federal De- 
posit Insurance Corporation broad powers in determining its 
membership, and those powers, in turn, have a very important 
bearing upon the chartering of banks, both state and national. 
The organizers of proposed banks generally consider that 
acceptance for membership in the Federal Deposit Insurance 
Corporation is a prerequisite for complete success; hence they 
defer applying for a charter until their membership in that 
organization is definitely assured. 

Chartering by States— K detailed study of the bank char- 
tering methods followed by the several states would be too 
lengthy to include in this course. In general, the procedure 
required by state authorities is similar to that required by 
national authorities. The care exercised in the chartering of 
banks, the restrictions placed upon them from the beginning 
of their existence, and the regulations and controls exercised 
over them during their entire life are in general the same for 
both national banks and state banks. 

In Chapter I mention was made of the fact that the regula- 
tions of the Federal Reserve System and of the Federal Deposit 
Insurance Corporation tend to produce uniformity in banking 
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throughout the country. Uniformity, however, is not the result 
of regulation alone; the trend toward uniformity is noticeable 
from the very day a bank is organized. Prospective organizers 
of banks must consider the question of membership in the 
Federal Reserve System and in the Federal Deposit hisurance 
Corporation along with other matters of policy. Therefore, 
they will be guided by the regulations which the new bank 
must follow if it is to be admitted to membership in the 
Federal Reserve System and in the Federal Deposit Insurance 
Corporation. If the organizers contemplate such memberships, 
they must be certain that their capital stock is sufficient to meet 
Federal Reserve membership requirements and that in all 
other matters subject to regulation by either the Federal Re- 
serve System or the Federal Deposit Insurance Corporation 
they will have the approval of the governing authorities of 
those bodies. 

There is another important factor to be considered in some 
states. By a provision of the Banking Act of 1935, the double 
liability of stockholders, after July i, 1937, may be abolished by 
a national bank upon six months’ public notice. Double liabil- 
ity has in the past been a common requirement of stockholders 
in both state and national banks; it made them liable, in the 
event of the bank’s liquidation, for an amount equal to the 
par value of the stock they held, provided that it was found 
necessary to make up any deficiency to depositors or other 
creditors of the bank. Under the double liability requirement, 
a person owning a share of stock having a par value of $100 
might be liable for an additional $100 if that amount was 
needed. 

Many states have either modified or eliminated this fea- 
ture, but in others double liability still holds. Some states 
require increased surpluses or make a stockholder responsible 
for additional liability only to the extent that surplus does not 
equal capital. Continued double liability without modification 
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is often a major factor in the selection of a national charter in 
preference to a state charter. In Illinois, where the double 
liability rule is still in ejEFect and where rulings on the length 
of time during which liability rests upon former stockholders 
(sometimes long after the stock has been sold to others) are 
severe, to say the least, only one new state bank was chartered 
in the three-year period from 1933 to 1936 as against seventy 
national banks. Among those granted national charters were 
several state banks which relinquished their state charters for 
that purpose. 

Completion of Opening Plans — ^After obtaining a charter, 
the organizers of a bank must next establish it as a going 
concern. While a great many tentative arrangements can be 
made pending the granting of the charter, there will still be 
many details to be worked out. In transforming the bank from 
an idea into an actuality, all those concerned must cooperate 
to the fullest extent. 

A meeting of the stockholders must be held for the adop- 
tion of by-laws. The by-laws must of course be consistent with 
the articles of association and must be in conformity with 
banking laws; they should reflect the general policy of the 
bank and the scope of its activities. To be certain that the 
by-laws arc in regular and proper form, stockholders should 
employ an attorney skilled in banking law. 

After the adoption of by-laws, the stockholders proceed to 
select from among their number the members of the board 
of directors. 

The board c£ directors then meets to select the officers of 
the bank, to designate their duties beyond the general out- 
lines contained in the by-laws, to arrange for banking quarters, 
to authorize the purchase and installation of equipment, and 
to approve other major expenditures. The entire board and 
the committees selected from among its members work closely 
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with the officers in making decisions and in mapping out the 
necessary lines of action. 

The essential policies are formulated by the board of direc- 
tors at the very outset, to serve as guides to the officers and 
employees. Upon the operating officers and staff rests the 
burden of creating an organization that will function smoothly 
and effectively. This task involves a multitude of details, some 
of wide application and others of only departmental impor- 
tance; but all must be well executed if the organization is 
adequately to serve its purpose. 

The banking quarters must be arranged to accommodate 
conveniently the business anticipated, and suitable space must 
be assigned to departments. Cages, counters, and other equip- 
ment must be installed; vaults and protective devices must be 
set up and thoroughly tested; and furniture and office supplies 
must be purchased. 

Bank layouts are frequently planned in advance by the use 
of scale floor plans. Each piece of furniture and equipment is 
drawn to scale and fitted on this floor plan so that the actual 
installations may be effective. In the case of new bank build- 
ings (and remodeled quarters for that matter), the board of 
directors may employ specially trained architects and firms 
that specialiK in bank plaiming. By virtue of knowledge and 
experience, they are able to make the best possible use of the 
space available. Responsibility for the layout is usually assigned 
to one of the bank’s officers, who may, if necessary, be assisted 
by a committee of the board of directors. Such centralization 
of responsibility has been found very satisfactory. 

The division of the work of the new bank into depart- 
ments or sections, the selection of equipment, the adoption and 
printing of forms, the planning of systems and methods of 
handling banking transactions — ^these and many other matters 
must be settled before the bank is ready for business. Many of 
them are management problems, others operating problems. 
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The hiring of a trained personnel is another task that re- 
quires detailed care and attention, for the more efficient the 
staffi is at the start, the fewer will be the delays and difficulties 
even though these are inevitable in a new organization. 

The problem of operations in the early life of an institution 
is one of almost constant change. However accurate the esti- 
mates as to the amoimt and nature of the contemplated busi- 
ness may seem to be, the actual results may be Very different; 
hence those charged with the responsibility for operations 
must continually revise and adjust their methods as needs 
change and must be prepared to adopt entirely new ones on 
short notice. As the activities of the institution gradually take 
definite shape, more permanent plans can be adopted. 

General Powers of Ban\s— Among the important general 
powers of banks are: 

1. The right to receive deposits and to pay interest on 
them, subject to the limitations imposed by law 

2. The right to accept drafts and bills of exchange arising 
out of the importation, exportation, and domestic shipment of 
goods, and to accept drafts and bills for creating dollar ex- 
change 

3. The right to hold sufficient real estate for the transaction 
of business 

4. The right to take tide to real estate as security for debts 
previously contracted 

5. The power to make loans on improved real estate within 
the limits prescribed by banking law 

6. The power to act as trustee, executor, administrator, or 
guardian of estates and to act as trustee, registrar, agent, and 
paying agent for corporations (if qualified to exercise trust 
powers) 

7. The right to own an interest (within prescribed limits) 
in a company in the safe deposit business 
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8. The right to operate domestic branches, as permitted by 
law 

9. The right to operate foreign branches if authorized by 
the Board of Governors of the Federal Reserve System to do so 
(in the case of a member bank) 

10. The right to make commercial loans and secured loans, 
subject to the general limitations as to total advances to any 
single borrower in proportion to capital and surplus, and sub- 
ject to the collateral regulations provided by law 

11. The right to invest in various kinds of bonds and other 
obligations within the limi ts (particularly in the case of sav- 
ings banks) of certain legal standards of eligibility. 

To these powers should be added various others that arise 
out of membership in the Federal Reserve System and in the 
Federal Deposit Insurance Corporation. 

Ban\ Co«/ro/— Because of the broad effect of banking 
upon the public interest, special banking laws and regulations 
are in efEect both nationally and in each of the forty-eight 
states. These laws are not mere legal guides or combinations 
of broad regulations, as in the case of laws applicable to other 
types of business; on the contrary, they arc specific, and strict 
compliance with their provisions is required. The control of 
banks by banking laws and regulations is an external control 
in contrast to the internal control exercised by each bank’s own 
stockholders, directors, and officers. External control establishes 
general regulations and places general limi tations upon the 
conduct of banking, while internal control particularizes those 
regulations and limitations to the individual institution and 
adds others. The internal or voluntary controls which banks 
impose upon themselves have a cumulative effect which 
eventually becomes a faaor in banking generally. A clear 
conception of both external and internal bank control is essen- 
tial to the operating man, for operations must direedy refiect 
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both of these sources of control in actual practice. Systems, 
methods, and operation activities must all be consistent with 
external controls and, in addition, must conform to the in- 
ternal or voluntary restrictions placed upon the institution by 
its stockholders, directors, and officers. 

Many external controls have developed from internal con- 
trols; that is, many regulations and laws are direcdy the result 
of the voluntary practices of banks. Just as the present status 
and use of negotiable instruments and the laws regulating 
them are the result of the gradual development of such instru- 
ments over a long period of time (beginning with the initial 
and limited use of orders and promises to pay and becoming 
more complicated through custom and usage), so are many 
of the present banking laws the outgrowth of custom and 
usage based on experience. These customary procedures be- 
came crystallized, over a period of time, into general banking 
practice and finally were adopted as law. 

A major criticism of law making for banks has been that 
too often those who make the laws do not thoroughly under- 
stand banking procedure and so do not appreciate the advan- 
tages that experience and knowledge of banking facts will 
bring. In other instances, national and state authorities have 
cooperated with the well organized legislative committees of 
bankers associations, such as the American Bankers Associa- 
tion and many state associations, in producing satisfactory 
legislation. In this way the practical experience of banks and 
bankers can be incorporated in laws and regulations. 

Extemcd Control — ^The study of external control is not 
confined to any particular phase of banking study. The effects 
of the variotis external controls exercised over banking are as 
significant in the field of economics as in the field of money 
and banking; both are directly affected by the status of that 
large branch of finance, commercial banking. The effects of 
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CKternal control on bank management are seen in the policies 
adopted by banking institutions— indeed, in the form of organ- 
izadon of the individual banks. External control also deter- 
mines the systems, methods, and general procedure of bank 
organization and operation. 

For the purposes of this study, external control may be 
classified as follows: 

1. Chartering or organization— laws and regulations apply- 
ing to the chartering of banks; laws and regulations applying 
to membership in the Federal Reserve System and in the Fed- 
eral Deposit Insurance Corporation 

2. Laws and regulations governing the bank after charter- 
ing— minimum reserves against deposits; maximum loans to 
one customer; duties and liabilities of stockholders, directors, 
and officers 

3. Examination privilege 

4. Statement calls and reports 

5. Special laws or regulations, such as state laws governing 
corporate trust activities. 

Chartering and Membership Requirements— In addition to 
the national banking laws, there are the laws of the various 
states relating to the chartering of banks. Certain requirements 
common to all states must be met by the organizers of a pro- 
posed bank before they open for business. In each state the 
duty of enforcing these requirements is delegated to some one 
official. In some states this official is designated as the “super- 
intendent of banks”; in others he has the title of “state bank- 
ing commissioner” or “state examiner,” or the duties may be 
assigned to some other officer— the state auditor, for example. 
This state supervisory official often is given wide latitude, 
beyond the technical requirements that may prevail, for the 
exercise of his own judgment in passing upon applications 
for bank charters. 
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Among the chartering requirements are some which are 
common to almost all the states. Practically all the states have 
minimum capital stock requirements; that is, they require 
that all banks within their jurisdiction must have at least a 
designated amount of capital stock. This minimum require- 
ment for capitalization is sometimes a set minimum and some- 
times a varying amount graduated according to the population 
of the community in which the bank is to be located. 

A compilation of state chartering requirements appeared 
in the July 1936 issue of the Bankers Monthly. Many interest- 
ing comparisons may be made from this data, one of which 
shows the difEerences in the capital requirements of the forty- 
eight states. A brief summary follows. 

Four states have no legal minimum capitalization. 

Four states have a minimum capitalization requirement of 
$10,000. 

Three states have a minimum of $15,000. 

Four states have a minimum of $20,000. 

Twenty-two states have a minimum of $25,000. 

One state has a minimum of $30,000. 

One state has a minimum of $35,000. 

Eight states have a minimum of $50,000. 

One state has a minim um of $100,000. 

Seven of the forty-eight states have no graduated scale of 
capital requirements, while the remaining forty-one have vary- 
ing requirements depending on the size of the town or city in 
which the bank is to be located. 

Minimum capital requirements on a graduated scale have 
long been a part of chartering procedure in the national bank- 
ing system. At present the minimum required is $50,000 for 
banks located in towns with a population of 6,000 or less; in 
towns with a population of from 6,000 to 50,000, the minimum 
is $zoo,ooo; in cities of 50,000 and over, the mini mum is 
$200,000. 
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The graduated scale of state requirements is similar. In 
North Carolina, for example, banks located in towns with a 
population of 3,000 or less must have a capital of at least 
$25,000; in towns with a population of from 3,000 to 10,000, 
the minim um is $30,000; in cities with a population of from 
10,000 to 25,000, the minimum is $50,000; and in cities with 
a population above 25,000, the minimum is $100,000. 

Another common requirement is that of a minimum sur- 
plus account, either to be created at the time of the chartering 
of the bank or to be built up from earnings (or both). The 
minimum surplus requirement is stated in terms of its pro- 
portion to a bank’s capital stock. The survey made by the 
Bankers Monthly shows that nine states have no minimum 
surplus requirement in proportion to capital stock, one has a 
5% requirement, four states have a 10% requirement, fifteen 
states require 20% to 25%, and so on up to a surplus equal to 
the capital stock. Vermont requires a surplus equal to 10% of 
deposits. Colorado requires capital plus surplus to be at least 
10% of the average daily deposits during the preceding year. 
The state of Connecticut requires an initial surplus equal to 
100% of capital stock, which is the largest initial surplus re- 
quirement set up by any state. 

National banks are required to apply a portion of earnings 
to surplus each half year until surplus equals the amount of 
capital. Eleven states require that a portion of earnings be 
added to surplus imtil a specified surplus figure is reached. 
These proportions vary from 10% to 50% of earnings, and the 
desired surplus ranges from 20% to 100% of capital. 

State laws generally prohibit the payment of any fee or 
commission in connection with the sale of an original issue 
of bank stock, and penalties are set for violation of this rule. 
State laws also require that the capital stock of a bank be paid 
for in cash or its equivalent either at the time of the opening 
of the bank or within a specified time shortly thereafter. 
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In many states the supervisory authority or his repre- 
sentatives must investigate the character and standing of the 
proposed organizers before giving ofEcial approval. The expe- 
rience and record of the proposed directors and of&cers are 
often included in this appraisal. 

Major considerations in some states are the need for the 
proposed bank and its probable success. The tendency today 
is toward more thorough investigation of one or both of these 
factors. 

In each state some forms of organization are permitted and 
others prohibited, either by statute or by policy and practice. 
Thus, in some states private commercial banks are permitted 
to operate, while in other states they are not; in some states 
branch banking is permitted, but in others it is prohibited. 

Both the Federal Reserve System and the Federal Deposit 
Insurance Corporation have certain powers which they may 
exercise in connection with the acceptance or rejection of 
applications for membership. These powers should be added 
to those of state and national chartering authorities in sum- 
ming up the external controls exercised over banks. Briefly, 
the Federal Deposit Insurance Corporation has the right of 
investigation and approval for membership in the corporation. 
The Board of Governors of the Federal Reserve System, in 
acting upon an application of a state bank for membership 
in the system, gives special consideration to: 

1. The financial history and condition of the applicant 
bank 

2. The general character of the bank’s management 

3. The adequacy of its capital structure 

4. Future prospects for earnings 

5. The needs of the community in which the bank is 
located 

6. Whether the corporate powers of the bank are consis- 
tent with the purposes of the Federal Reserve Act. 
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Upon its acceptance as a member, a state bank must sub- 
scribe to the capital stock of the Federal Reserve bank of its 
district (as described in Chapter I). Other regulations and 
rules assumed ivith membership are described next. 

Laws and Regulations Governing a Ban\ after Chartering 
— ^When the laws and regulations which apply to the charter- 
ing of a bank have been complied with, the new bank at once 
becomes subject to the laws and regulations that will govern 
its major activities during its entire existence. Most important 
of these is the series of laws and regulations, both state and 
national, governing the minimum reserves to be maintained 
against both demand deposits and time deposits. These re- 
serves must be in the form of either cash or balances with 
acceptable depositories. 

Reserve requirements arc expressed in terms of a percent- 
age of the deposits — demand or time. A member bank must 
carry its entire reserves as a deposit with the Federal Reserve 
bank of the district in which it is located. The state regulations 
apply chiefly to banks that arc not members of the Federal 
Reserve System; in the case of state member banks, the reserve 
regulations of the Federal Reserve System are generally accept- 
able also to state banking authorities unless the laws of a 
particular state require strict compUance with its reserve regu- 
lations. In many states no condition is placed upon the substi- 
tution of Federal Reserve requirements for state requirements; 
therefore, when a state bank in such a state becomes a member 
of the Federal Reserve System, the reserve requirements of 
the system are considered sufficient to comply with the state 
law. The reserve regulations of the Federal Reserve System 
apply to all national banks as a matter of course. 

The maximum amount that may be loaned to any one 
borrower, in proportion to the bank’s capital, is generally 
established by law. This restriction recognizes the law of prob- 
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ability as applied to bank loans. If one-third of the capital and 
surplus of a bank is loaned to a single borrower and that 
borrower becomes financially involved, the loss to the bank 
may afiect its solvency. If the maximum in proportion to 
capital and surplus that can be loaned is 10% (as provided 
in the national banking laws), then the maximum loss through 
insolvency of the borrower will be only one-tenth of total 
capital and surplus instead of one-third. Moreover, by the law 
of probability, three borrowers, each with loans of one-tenth 
of capital and surplus, are much less likely to become involved 
to the same extent as one borrower owing one-third of capital 
and surplus. The subject of diversification, both in amoimts 
and in kinds of loans, is covered in the course in Bank Admin- 
istration (Banking III). 

Some of the duties and liabilities of directors and ofBcers 
are often specified in the laws and regulations. Certain respon- 
sibilities are mandatory, and severe penalties for their violation 
are provided. These duties are set forth in the banking laws 
and regulations in order that there may be no misimderstand- 
ing on the part of a bank’s officers and directors as to their 
individual responsibilities. For example, a sworn statement of 
a bank’s condition must be submitted to the supervising au- 
thority upon demand. The laws and regulations covering this 
provision designate the officers who must certify to the state- 
ment; in addition, two or more directors arc generally required 
to swear to the correctness of the statement. These officers 
and directors are then held strictly accountable for any false 
representations contained in the sworn statement. 

The number of shares that a stockholder must own in 
order to qualify as a director is often specified by law. It is 
only reasonable to expect that a director who has a financial 
interest of some consequence in the bank through the owner- 
ship of stock will perform his duties more conscientiously 
than one who has little financial interest. For this reason, 
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banking laws generally require that directors must own a 
designated minimum amount of stock and that this stock 
must be owned outright— not pledged to secure a loan or only 
partially paid for. In some states the stock certificate, as evi- 
dence that this requirement has been met, must be filed with 
the cashier or treasurer of the bank. 

At times the result at which an existing law or regulation 
aims may better be achieved by the substitution of some other 
method of regulation. A law which for many years was bind- 
ing upon both state banks and national banks was the law 
providing for the double liability of stockholders. This double 
liability, as already stated, has been eliminated for stockholders 
of national banks as of July i, 1937 and has either been elimi- 
nated or modified by many states. In place of double liability, 
the tendency is toward the requirement of a larger surplus 
as a protection for depositors. 

Banking laws definitely specify what can and what cannot 
be done by banks and establish the regulatory powers to be 
exercised by the proper authorities in enforcing the laws. 
Regulations issued by supervising authorities have the full 
force of law. There are many regulations in force, ranging 
from those which inaugurate major policy changes to those 
which merely clarify banking laws. The Banking Act of 1935 
empowered the Comptroller of the Currency to issue regula- 
tions regarding the investments of member banks. In accord- 
ance vidth this power, the Comptroller issued detailed regu- 
lations applying to all securities purchased by member banks 
for their investment accounts. This regulation, which went 
into effect February 15, 1936, is an example of the inaugura- 
tion of a major banking policy by regulation. 

From time to time existing banking laws are amended, 
or new banking laws are enacted, and banks must conform 
to the major or minor changes made. The Banking Act of 
1933 prohibited (with minor exceptions) the payment by 
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member banks of interest on demand balances. The same act 
limited the interest to be paid on time deposits to the rates 
established from time to time by the governing body of the 
Federal Reserve System.^ The Banking Act of 1935 further 
clarified these requirements by directing that the governing 
bodies of the Federal Reserve System and the Federal De- 
posit Insurance Corporation should classify and define time 
accounts and demand accounts. 

The 'Examination Pnw/ege^Another important control 
over banking provided by both national and state laws is the 
examination of banks by representatives of the supervising 
authorities. The purpose of an examination is threefold: (i) to 
ascertain the bank’s solvency or insolvency; (2) to ascertain 
whether it is violating any of the banking laws; and (3) to 
discover and correct errors in management or operation which, 
if not checked, might lead to disastrous results. These exami- 
nations are made at least twice a year and more frequently 
if special circumstances require it. Often the examining force 
is divided into groups according to districts. 

National banks arc subject to examination by representa- 
tives of the Comptroller of the Currency. The country is 
divided into districts, each imder the direction of a chief 
national bank examiner. The examination reports are for- 
warded to the Comptroller’s office, where they are reviewed. 
A copy of the report is sent to the board of directors of the 
examined bank and must be formally acknowledged. As a 
result of the examination, the Comptroller frequently makes 
suggestions and recommendations to the bank. If xmsatisfac- 
tory conditions arc not corrected in due time, action is taken 
by the Comptroller’s office to enforce compliance with the 
recommendations made. Recent amendments to the National 
Bank Act provide that officers or directors who persist in 

^ See Table IV of Appendix for changes since November, 1933. 
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unsafe and unsound practices may be removed by the Board 
of Governors of the Federal Reserve System. State examina- 
tion procedure is much the same as that of the national super- 
vising authorities. 

Both the Federal Reserve System and the Federal Deposit 
Insurance Corporation have the right to examine their mem- 
bers. By mutual agreement among the various bank examining 
authorities — ^national (or state), Federal Reserve, and Federal 
Deposit Insurance — ^the examination of one authority is often 
accepted by the others, a copy of the examination report being 
forwarded to each authority entitled to receive it; or, in the 
case of state member banks, a joint examioation is made. 

Statement Calls and Reports — supervising authority is 
required to call for sworn statements of condition. The num- 
ber and frequency of these “calls” are often established by 
law. The procedure followed in connection with the statement 
call and the significance of the items appearing in the state- 
ment of condition will be discussed in some detail in a subse- 
quent chapter. Other reports (such as earnings reports) are 
also required by law. 

Special Laws and Regulations— Ho do more than touch 
briefly upon the laws and regulations of banking woiild be 
to enter the field of banking law, which is a subject for study 
in itself. Besides the numerous general laws and regulations 
that apply to commercial banking, there are laws and regula- 
tions that apply to specific functions or departments. The 
investment of trust funds and in some states the investment 
of savings funds are regulated by law; the conditions under 
which trust departments may be operated by commercial 
banks are specified by law. These special laws and regulations 
are the subject of careful consideration from the standpoint 
dE both bank management and bank operations. 
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FiGiniB 3. External Control of National Banks 


External control, then, begins with the first step taken in 
die organization of a bank and governs its entire life. External 
control is eKrdsed even in the liquidation of a bank and 
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continues to be exercised until the last obligation of the bank 
is fulfilled as well as may be under the circumstances. (The 
chart reproduced as Figure 3 shows the general external con- 
trols which are applied to national banks.) A chart showing 
the principal bank supervisory relationships taken from the 
Twenty-Fifth Annual Report of the Board of Governors of 
the Federal Reserve System appears in the Appendix. 

Interned Control— laxeioaX control, also, begms with the 
formation of the bank, for it is the organizers who decide on 
the type of bank (whether commercial, savings, or trust) and 
on the form of organization (unit, branch, or chain) within 
the limits permitted by law. These general decisions are set 
forth in the by-laws of the bank, together with a statement 
of the bank’s objectives, the provisions for stockholders’ meet- 
ings, a list of the members of the first board of directors, a 
statement of the general duties of the officers, and similar 
matters. The stockholders exercise internal control in a direct 
way by their authority to approve or disapprove major 
changes. Changes in capitalization, proposed mergers with 
other institutions, and added functions or departments are all 
matters of internal control that ordinarily require the approval 
of the stockholders. Indirectly, the stockholders also have a 
part in the formulation of the bank’s policies, for it is they 
who elect the board of directors, and the board in turn man- 
ages the bank. The election of directors is held at the annual 
stockholders’ meeting, and die stockholders either approve 
the directors individually by reelecting them to the board or 
disapprove them by electing others to fill their places. 

Executive Co«/ro/— While some of the duties of the officers 
are designated in the by-laws (and of course legal limitations 
apply in any case), most of their duties are assigned or dele- 
gated by the board of directors. The board of directors elects 
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the officers, who hold their positions subject to the board, 
for the board can terminate an officer’s employment at any 
time. The extent of the board’s internal control is evident 
in all the major activities of the bank — Sloans, investments, 
trust activities, operations, and so on. 

The officers, by virtue of the powers granted them by the 
board of directors, determine policies and actions of a specific 
nature, and they, in turn, delegate many of their duties and 
responsibilities to department managers and other employees. 
A general summary of the duties and responsibilities com- 
monly assigned to bank officers is given later in the chapter. 

Department managers establish policies and supervise 
activities which apply to their particular department and 
which conform to the general policies of the bank already 
established. Department managers are responsible for operat- 
ing procedure, and upon their intelligent and careful analysis 
of departmental problems and upon their use of methods, 
personnel, and equipment depend the successful operation of 
the department as a unit and the bank’s general operations. 

Effect of Clearing House and Other Associations upon 
Internal Control — ^Banks cooperate to a large extent with other 
banks through voluntary associations. These volimtary associa- 
tions, not provided for by banking law, exercise a very impor- 
tant control over the policies and operations of banks, for 
having agreed to abide by the rules or having adopted the 
suggestions of such an association, the individual bank con- 
siders faithful compliance with those rules or suggestions as 
important as faithful compliance with its own internal regula- 
tions. The beneficial effects of the adoption of clearing house 
association rules will be shown in Chapter V. 

National and state bankers associations exist for the pur- 
pose of promoting activities or agreements that will benefit 
the banks individually and the banking system as a whole. 
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The American Bankers Association — ^Thc American Bank- 
ers Association plays a major role in the conduct of banking 
in the United States. Through the activities of its several divi- 
sions, departments, commissions, committees, and sections, it 
promotes better banking, wages unceasing war against the 
menace of bank robbery and fraud, encourages clearing house 
association activities, and studies problems pertaining to state 
banks, national banks, trust companies, and savings banks. 
Through the American Institute of Banking, its educational 
section, a knowledge of the theory and practice of banking is 
made available to bank employees. The work of the Institute, 
its support by the parent organization, and its contacts with 
banking problems, all combine to provide courses of study in 
the field of banking that are not duplicated by any other edu- 
cational institution or system. 

By means of its official publications and through annual 
meetings and special meetings, the American Bankers Associa- 
tion informs its members of important and current phases of 
banking, obtains the opinions of individual bankers, and com- 
piles and distributes to its members the results of its study of 
banking problems. In short, the Association aims to foster 
any constructive activity that will improve American banking 
or assist individual banks and bankers. 

The Association of Reserve City Bankers— JJndci the Na- 
tional Bank Act certain cities were designated as reserve cities, 
and banks in other localities kept their reserve funds on de- 
posit in banks in those cities. The problems peculiar to reserve 
banks are the chief concern of an association known as The 
Association of Reserve City Bankers. This association has done 
excellent work in connection with the study of monetary and 
management problems and banking practices. 

State Associations — State bankers associations concentrate 
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didr cfForts on the problems of their members within the state. 
Their activities are so many and varied that it is impossible 
to attempt a discussion of them in this course. One of the 
most impressive activities of state associations in the past few 
years has been the war they have diligently waged against 
bank robbery. The results which they have obtained through 
voluntary cooperation in fighting this menace are a tribute 
to the effectiveness of bankers associations in providing protec- 
tion which sometimes cannot be obtained in any other way. 

Special Associations — One of the most important special 
associations which supplement the work of bankers associa- 
tions is the Robert Morris Associates. This association devotes 
its efforts to the study of credits and to the volvuitary adoption 
by its members of a code of ethics covering bank credit policies 
and actions. 

Another important special association is the Financial Ad- 
vertisers Association, which has as its aim the betterment of 
advertising, publicity, new business methods, and public rela- 
tions. Included in its membership are commercial banks, sav- 
ings banks, trust companies, investment houses, building and 
loan associations, advertising agencies, and financial publica- 
tions. 

Other special associations, such as auditing associations, 
savings associations, trust associations, and safe deposit com- 
pany associations— whether they are national, state, or local — 
make similarly important contributions to constructive control 
through the voluntary cooperation of their members. 

The benefits to be derived from and the cost of member- 
ship in these various associations, as far as the individual bank 
is concerned, are subjects for bank management and are dis- 
cussed in detail in Banking III. 

A typical chart of the internal control of a bank is shown 
in Figure 4. 
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Ficuhe 4, Internal Control 


The Stockjiolders — The stockholders are the owners of the 
and, in the event of liquidation, are entitled to share in 
the net assets in proportion to the number of shares they own; 
the stockholders are also entided to share in the profits in like 
proportion when those profits are distributed in the form of 
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dividends by the board of directors. As owners, the stock- 
holders provide for the management of the bank through the 
selection of certain of their number as directors. Since the 
number of stockholders is often large and since they are 
usually widely scattered, it is not practicable for them to hold 
frequent meetings to pass on the important matters that arc 
constantly arising, and as a group they arc not in position to 
keep closely in touch with the bank’s current affairs. In fact, 
many stockholders prefer to take no active part whatever, 
regarding their holdings as an investment to be protected by 
others. 

The by-laws provide for an annual meeting of the stock- 
holders for the purpose of electing the directors for the suc- 
ceeding year. A report of the progress made during the past 
year and of prospects for the coming year, as well as other 
matters of importance that must receive the approval or dis- 
approval of the stockholders, is presented at this meeting. 

Various occasions arise when the stockholders, either in 
regular or special meetings, must be called upon to approve 
or disapprove actions contemplated by the bank. In the case 
of a proposed consolidation with another institution, for ex- 
ample, the details are generally arranged for by the board of 
directors, subject to the approval of the stockholders, and 
action on the proposal is taken at a special meeting called for 
that purpose. Similarly, any changes in the nature of the bank’s 
more important operations or in its capital structure must be 
approved by the stockholders at either a regular or a special 
meeting. 

While the stockholders as a group are not active in the 
affairs of a bank, those owning large blocks of stock keep 
themselves informed on its affairs, often by serving as direc- 
tors or officers. Until a few years ago, bank stocks were not 
actively traded, and the roster of a bank’s stockholders showed 
little diange from year to year. Although the boom period 
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in the late 1920’s brought wider distribution of bank stocks 
and more active trading, the tendency at present is again 
toward fewer changes in stockholder lists. 

The Board of Directors — The board of directors of a 
is charged with the responsibility of determining policies for 
the conduct of the ban](s business. The policies formulated 
by the board are, of course, supplementary to the requirements 
imposed by law and to those set forth in the bank’s by-laws; 
they may be changed from time to time as modifications are 
deemed necessary because of changed conditions. In addition 
to establishing the bank’s policies, the board of directors selects 
the bankas officers and thus designates the individuals who 
are actually to put the policies into operation. 

The by-laws of the bank usually prescribe the general 
duties of the various officers, but the board of directors outlines 
those duties more specifically and may confer upon the officers 
certain powers that are ordinarily exercised by the directors 
themselves. 

Having established the bank’s policies and selected its offi- 
cial personnel, the board of directors is then responsible for 
seeing that the policies are properly executed. 

Since the board is generally composed of men who have 
their own business to conduct and hence can devote only a 
part of their time to the bank’s affairs, a division of responsi- 
bility is essential. Thus the directors function not only as a 
unit but individually as well through the board committees. 
Committees composed of board members are appointed to see 
that certain policies adopted by the board are carried out. 
The committees report to the board as a whole. In practice, 
the board of directors of a bank meets once a month upon a 
regular date (often the second Tuesday in the month), and 
the appointed committees meet regularly at more frequent 
intervals. 
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Although coDtunittees may be appointed for any number 
of purposes, at least three problems of management are so 
generally present that the committees to which they are 
assigned may be considered permanent. 

The executive committee works closely with the bank’s 
executive ofBcers and is responsible for broad managerial 
policies and actions. 

Loans, discounts, and investments constitute the work of 
the discount committee. Especially large loans or investments 
contemplated by the officers are often subject to the approval 
of the discount committee and are then referred to the entire 
board of directors for final decision. 

The examination committee works •with the auditing de- 
partment to insure proper protective accounting and operation. 
Department examinations and reports, with suggested changes 
for the improvement of accounting practices and methods, are 
made by this committee, and, when necessary, they are re- 
ferred to the entire board. 

Other committees operate on either a permanent or a tem- 
porary basis as conditions warrant. Such problems as extensive 
alterations and consideration of new quarters for the bank are 
referred to a building committee, which is usually temporary. 
If the bank has a trust department, a separate trust investment 
committee passes on suggested investments and is included 
among the permanent committees. 

The board of directors represents the stockholders and is 
responsible to them for the proper conduct of the institution. 
The board is also responsible to the governing authorities 
and to the depositors for the proper execution of its duties. 

The number of directors varies with the size of the instim- 
tion, with its policies, and with the scope of its operations. 
According to the present requirement for Federal Reserve 
member banks, the number shall not be less than five nor 
more than twenty-five. Less than the minimum would pre- 
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sumably be inadequate; more than the maximum would be 
unwieldy. 

The position of the board of directors as the bank’s manag- 
ing body is frequently emphasized by court decisions involv- 
ing the powers or responsibiUties of officers and directors. A 
certain decision in the state of New York clearly indicated 
the position of the board of directors. The case in point arose 
out of guaranties made by the senior executives of certain 
banks in New York City on behalf of their institutions. These 
were guaranties of the deposit liabihty of a local bank and 
were made in an endeavor to quiet public apprehension toward 
that bank. The decision to guarantee the deposits was admit- 
tedly made at a time of great stress, under circumstances 
which demanded quick action, and during the depression 
when changes were sudden and drastic. The court ruled, 
however, that regardless of the obviously constructive inten- 
tions of those senior bank executives and regardless of the 
emergency that prevailed, the obligation of guaranty could 
be assumed by a bank only through specific and formal action 
on the part of its board of directors in a duly called and con- 
ducted meeting. 

The Officers and Their Duties — ^While an official title gen- 
erally conveys some idea of the duties of the officer who holds 
that title, it is not necessarily true that a particular title carries 
with it the same duties in all banking institutions, for the 
duties of an officer are determined by a bank’s by-laws and by 
its board of directors. Thus, a cashier in one institution may 
be a loaning officer, although generally the duties of cashier 
are along operating lines. The following brief summary of 
official duties is merely an indication of the customary divi- 
sion of work and responsibility; the duties mentioned are 
commonly, though not necessarily, assigned to the officers 
named. 
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The president of a bank is its senior executive officer, and 
problems of major importance in connection with the fulfil- 
ment of policies established by the board of directors come 
before him; he is a member and often chairman of the board 
and presents to it such matters as may require action. In recent 
years a new title has come into use — ^that of executive vice 
president. That officer ordinarily works directly under the 
president and performs the same general duties as the presi- 
dent. 

The vice presidents act as senior department executives or 
as loaning officers. The trust department, for example, ordi- 
narily is under the supervision of a vice president charged 
with the management of that division of the bank. Vice presi- 
dents in the commercial department of the bank make loans, 
sign contracts on behalf of the bank, and pass upon matters 
having to do with commercial accoimts. The commercial ac- 
coimts of a bank often are divided among the vice presidents; 
that is, each vice president has a certain number of accounts, 
both borrowing and non-borrowing, under his direction, and 
his close contact with them enables both the customers and 
the bank to be served to the fullest extent. 

The assistant vice presidents work under the vice presi- 
dents, assisting them in loaning activities and other duties. 

The cashier of a bank, often titled vice president and 
cashier, is the operating head. He is responsible for the effi- 
cient coordination of methods, equipment, space, and per- 
sonnel, to the end that maximum efficiency in operation may 
at all times be maintained. The cashier supervises these various 
activities through junior officers and department heads. The 
cashier, by law, has a very definite responsibility, for he is the 
official designated to maintain custody and control of the 
bank’s assets. Ehs name and tide are used in many transac- 
dons between banks and customers — and often on receipts 
issued by the bank. 
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The assistant cashiers work directly under the cashier. 
Particular departments are often assigned to them, such as the 
transit department or the clearings department. An assistant 
cashier supervises the department of which he is in charge, 
approving or disapproving important departmental matters. 
Assistant cashiers also act as “counter” men; in this capacity 
they approve new accounts, pass upon requests for the cashing 
of checks, handle signature changes and account authoriza> 
tions and other matters needing oflScial consideration. 

The secretary is principally concerned with the affairs of 
the bank as a whole; he acts as recorder in the board meetings, 
signs documents pertaining to the bank, and keeps the records 
of the stockholders’ meetings. In trust companies the titles 
“treasurer” and “assistant treasurer” are often used instead of 
“cashier” and “assistant cashier.” 

The comptrollers and auditors in a commercial bank are 
also important and necessary ofi&cers. The duties of the auditor 
will be discussed in connection with the auditing department 
under the subject of bank accoimting; the comptroller’s duties 
will be considered in the discussion of methods and systems 
of bank operations. 

Each department performing a major function of banking, 
such as the trust department or the savings department, has 
its own officers who have duties peculiar to the work of that 
department. In the trust department there are trust officers, 
assistant trust officers, and assistant secretaries, in addition to 
the vice presidents who are assigned to the department. The 
duties of these officers will be described in a later chapter in 
connection with a discussion of the work of these special 
departments. 

The officers in any division, such as the commercial depart- 
ment, ordinarily confine their activities to their own division, 
even though they have general powers to bind the bank by 
contract. While Ae powers that may be exercised by a given 
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officer are determined by the bank’s by-laws and by its board 
of directors, custom dictates the scope of his activity as well. 
For example, trust matters are not referred to commercial 
department officers, and commercial department decisions arc 
not made by trust officers. 

Each bank has its own allocation of powers and responsi- 
bilities, varying with the relative importance of the facilities 
provided. For an imderstanding of the manner in which these 
responsibilities are allocated and controlled, the typical in- 
ternal control chart (Figure 4) will be found useful. 

Operating Coordination — K. general picture of the position 
of banks in relation to business, the types and kinds of banks, 
the external and internal controls, the procedure in establish- 
ing a bank, and some of the general powers, duties, and re- 
sponsibilities of a bank’s stockholders, directors, and officers 
have now been considered. Before proceeding to study how 
the various banking functions are performed through bank 
operations, the student should have a clear idea of the impor- 
tance of operations and the duties of the various departments 
and individuals. 

The orderly performance of operations depends upon (i) 
the efficient organization and operation of each department 
and (2) the cooperation of the various departments with one 
another. The fullest contribution of the receiving teller depart- 
ment to operating efficiency depends quite as much on its 
satisfactory contacts with the distribudon or clearings depart- 
ment, the bookkeeping department, and the transit depart- 
ment as on its own efficiency in receiving deposits. For this 
reason, whenever a revision of methods within a department is 
contemplated, adjustments between that department and other 
departments, or revisions within other departments, must be 
considered and made if necessary. 

Each bank has informal or formal time limits governing 
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work which must pass from one department to another in the 
course of the day. In small organizations the workers in one 
department come into such close contact with those in other 
departments that it is apparent to each individual that if 
he is delinquent in performing his duties, some one else will 
be inconvenienced. In larger organizations, the size of depart- 
ments, the distances between them, and the fact that many 
workers within a given department have no contact with those 
in other departments all combine to make necessary some 
method of impressing upon them the interdependence of the 
work of the various departments. 

One way to accomplish this correlation of departments is 
by a schedule of “deadlines,” or time limits, at which point 
certain work must be completed by one department and ready 
for the next. One bank posts in a prominent place in each 
department a large chart showing the time schedule of opera- 
tions. This chart is within the view of all workers and serves 
as a constant reminder of the necessity of their dispatching 
their duties promptly. Such a chart is illustrated in Figure 5. 

According to the set-up of this chart, the division of the 
mail starts the day’s work at 8:00 aan. Incoming mail is sorted, 
and the mail deposits are then turned over to a group of clerks 
for verification and further sorting. Immediately after the 
work of the department starts, the mail deposits are set aside 
and the sorting and proving group finds a first “run” or batch 
of deposits ready for it at 8:30 a.m. From then on imtil the 
deadline at 9:30 a.m., these mail deposits arc steadily given to 
the proving group. By 10:15 a.m. all mail deposits must be 
proved and sorted, totals must be verified, and the work must 
be in the hands of the clearings department for inclusion in 
the daily exchange, which takes place at 10:30 am. The checks 
drawn on the bank itself must be in the bookkeeping depart- 
ment for the morning posting, and the transit checks must 
reach that department on time. 
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The work of the out-clearings department begins at 
8:30 ajn. and closes at 10:15 ajn. The work of the receiving, 
paying, and other tellers goes through the distribution depart- 
ment. 

As to the afternoon work, the distribution department 
must complete all sorting by 3:00 pan., must balance its 
batches by 3:30 p.m., and must have the total figvires of the 
day’s work by 3:45 p.m.; fifteen minutes are then allowed 
for corrections before the afternoon deadline at 4:00 p.m. 

The interesting part of this time schedule is the regularity 
with which the deadlines are met. On days when the volume 
of work is less than usual, departments finish slightly ahead 
of the time limit. On days when the volume of work is large, 
the deadlines may be slightly exceeded, but delays are mini- 
mized by the flexibility of personnel and by the provisions 
made for extra temporary help when needed. Over a period of 
a year, the operations of this bank conformed so surprisingly 
to these time limits that the chart is considered an accurate 
guide for the stafi. 

The interdependence of departments is shown by the fol- 
lowing incident. A certain bank recently found it necessary 
to modernize its bookkeeping department. It installed new 
and faster bookkeeping machines which increased the number 
of checks posted per hour by approximately 18 %. It was 
obvious that the checks would have to go to the bookkeeping 
department in sufficient and steady volume if full advantage 
was to be taken of the increased speed. 

After careful consideration, the force in the distribution 
department was increased by the addition of two clerks. This 
increased the rate of transfer of items from that source to the 
bookkeeping department. Prior to the installation of the new 
equipment, the work from the in-clearings group had come 
to the bookkeeping department faster than it could be posted; 
hence no changes were needed to maintain an efficient rela- 
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donship between the in-clearings department and the book- 
keeping department under the new system. It was found 
necessary for one mail teller to start an hour earlier each day 
in order to keep up with the increased speed required of items 
going from the mail department to the bookkeeping depart- 
ment. Minor adjustments were also made in other interdepart- 
mental contacts. 

The net result of the study and preparation made before 
the new bookkeeping equipment was installed was that the 
schedule of operations worked not only as smoothly and 
orderly as before but also at an accelerated speed and with a 
substantial saving in cost. 
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Questions Based on Chapter II 

X. Describe the first step to be taken in the organization of a bank. 

2. What use is made of the application for a charter? 

3. Outline the main requirements for a charter. 

4. What arc the general powers of a bank? 

5. In what ways arc banks controlled? 

6. What are the principal methods of bank control exercised by super- 
vising authorities? 

7. Who are the owners of a bank? 

8. Who manages the bank and establishes its policies? 

9. Name the principal banking associations, and show what effect they 
have upon bank control. 

10. Enumerate the titles of the principal ofiScers of commercial banks. 
In general, what arc the duties and responsibilities of each? 


Questions for Outside Investigation 

1. Under what authority is your bank chartered? 

2. What are the state laws in your state with regard to minimum capi- 
talization? to surplus? to branch banking? 

3. Is your bank a member of the American Bankers Association? of the 
state bankers association? 

4. Is the cashier in your bank (if it has one) a loaning officer? Do the 
assistant cashiers supervise departmental operations? 

5. How many members are there on the board of directors of your 
bank? 

6. What official tides discussed in this chapter are used in your bank? 
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Assignment 

As a business man in the town of Warren, you are asked to join a 
group interested in opening a bank. The town has a population of 5,000 
and prior to January 1933 had two banks, a state bank and a national 
bank. The state bank closed in 1932, the national bank in January 1933. 

1. What general investigation would you suggest for the purpose of 
ascertaining the possible need for a bank? 

2. What type of bank would you favor — commercial, savings, or 
trust company? Why? 

3. What capital and surplus will be required of the bank if it is 
organized under the laws of your state? under national laws? 

4. In a brief statement, not to exceed 200 words, give your conclu- 
sions as to the advisability of proceeding with the organization details, 
and give your reasons for those conclusions. 
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DEPOSITS AND THE RECEIVING FUNCTION 
The Purposes of This Chapter: 

1. To outline the requirements of negotiable instruments. 

2. To list and explain the powers that banks have in connection with 
various types of accounts. 

3. To explain the duties of the receiving teller and the principal systems 
used in receiving teller operations. 

business agreement which is enforceable in law is 
Xnown as a contract. Contracts play a major part in 
banking; in fact, all business transactions between banks and 
their customers are based on contractual agreements. Every 
account in the bank, every loan made, every collection ac- 
cepted, and every trust activity is subject to general or special 
contracts. Thus a knowledge of contracts is of primary impor- 
tance to the banker. The Commercial Law (Law I) course of 
the American Institute of Banking is largely devoted to the 
study of contracts, particularly in relation to banking. 

"Negotiable Instruments — A negotiable instrument is a spe- 
cial form of contract used in connection with money payments. 
By custom and law, it has become a form of contract with 
very definite privileges and responsibilities on the part of all 
parties concerned. Negotiable instruments, it is estimated, are 
used for over 90% of the money payments made in the United 
States each day. The Institute course Law II is devoted entirely 
to the study of negotiable instruments. 

In carrying on its operations, a bank places complete reli- 
ance on die protection given it as a party to a negotiable 
instrument, and it is careful to use systems and methods that 
insure the fulfilment of its obligation as a party to a ne^idable 
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instrument. Thus it is possible for a bank to handle thousands 
of these instruments — checks, drafts, and notes — ^in the ordi- 
nary routine of collection and yet be certain that all duties 
and responsibilities in connection with them have been ade- 
quately met. 

Since Banking I deals with methods and systems of opera- 
tion designed to meet the requirements of negotiable instru- 
ments, a brief outline of the subject is necessary at this point; 
more detailed information concerning the significance of nego- 
tiable instruments will be found in the Instimte course Law II. 

Negotiable instruments are divided into two general 
classes: orders to pay, or drafts, and promises to pay, or notes 
and acceptances. 

Drafts — ^The requisites of orders to pay (that is, drafts or 
bills of exchange) are definitely established. An order to pay 
must meet the following requirements: 

1. It must be in writing and signed by the maker or 
drawer. 

2. It must contain an unconditional order addressed by one 
party to another for payment to a third party. 

3. It must be an order to pay a sum certain in money. 

4. The order must be payable on demand or at a fixed or 
determinable future date. 

5. It must be payable to order or to bearer. 

The parties to a draft or bill of exchange are the drawer 
(the party issuing and signing the order), the drawee (the 
party to whom it is addressed), and the payee (the party in 
whose favor it is drawn). A demand draft drawn on a bank, 
is cdled a checki it is the most commonly used of all forms 
of drafts or bills of exchange. In the case of a check the cus- 
tomer of the bank is the drawer, the bank is the drawee, and 
the party to whom the check is payable is the payee. 

In addition to the use of drate (particularly diecks) for 
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payments without reference to the transactions for which they 
are used, drafts are used to expedite transactions between buyer 
and seller. The seller “draws on” the purchaser for the amoiuit 
involved in accordance with the time agreements applying to 
the transaction. When the draft is used without supporting 
papers, it is called a clean draft; when papers or documents 
are attached, it is called a documentary draft. 

Documentary drafts are widely used in export and import 
trade and in the movement of commodities within a country. 
By the use of the proper dociunents attached to a draft, the 
seller or shipper of goods can assure himself of payment before 
control of the goods (represented by the documents) is ob- 
tained by the purchaser. The documents are delivered and con- 
trol passes to the purchaser upon either payment or acceptance 
of the draft, whichever is required by the seller or shipper. 
By these simple methods, trade can be promptly, safely, and 
economically carried on to an extent not otherwise possible. 

Banks, because of the natxire of their organization and 
operation, provide the means by which checks, drafts, notes, 
and acceptances can be used to the best advantage. 

Acceptances— An acceptance is a time draft which the 
drawee has agreed to pay when due. Acceptance of a draft is 
accomplished by writing across the face of the instrument the 
word “accepted,” followed by the signature of the accepting 
party and the addition of the date and the place payable. The 
party accepting the draft thus acknowledges the debt and 
promises to pay it where and when it is due, and the instru- 
ment then becomes a promise to pay. The usual form of an 
acceptance is shown in Figure 6. 

There are two general classes of acceptances: the trade 
acceptance and the banh^ acceptance. 

Trade Acceptances— la. many countries it is customary to 
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embody the arrangements agreed upon between buyer and 
seller in the form of an acceptance. The seller of goods then 
has a promise to pay which may be indorsed and discounted 
at his bank under agreed credit arrangements; that is, a loan 
may be obtained by the use of the acceptance. Acceptances 
were rarely used in this country imtil the provisions of the 
Federal Reserve Act encouraged their use by making them, 
when properly drawn by parties of well regarded credit, ac- 
ceptable for rediscount at the Federal Reserve banks. The 
number and amount of acceptances have increased because of 
this added advantage. 

A trade acceptance is created by the purchase and delivery 
of goods. A trade acceptance must originate in an actual trans- 
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Figure 6. Trade Acceptance 


action and may not be used for the collection of past due 
accoimts or for any other sort of collection. In the case of the 
trade acceptance, it is also presumed that the nature of the 
transaction for which the acceptance is executed is such that 
a substantial part (if not all) of the obligation will be liqui- 
dated during the life of the acceptance by proceeds from the 
resale of die goods by the purchaser. A partially or totally 
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self-liquidating transaction is thus created. The following illus- 
tration of a typical domestic trade acceptance operation will 
show how simple and efFective the use of a trade acceptance 
can be. 

The Ace Canning Company of Highland, Wisconsin cans 
peas, corn, and other vegetables. One of its customers is the 
Campbell Wholesale Grocery Company of Canton, Oklahoma, 
a company with an excellent credit standing. The Ace Can- 
ning Company receives an order from the Campbell Whole- 
sale Grocery Company for goods costing $1,01740. The bill 
is not to be paid immediately. The Campbell Wholesale Gro- 
cery Company expects to sell the goods to its retail customers 
within the succeeding ninety days, and from the proceeds it 
plans to pay for the cost of the goods; therefore it asks the 
Ace Canning Company to extend credit for ninety days. 

This arrangement is satisfactory to the Ace Canning Com- 
pany, for the First National Bank of Highland, Wisconsin is 
always willing to discount well rated trade acceptances. In 
other words, the bank will advance the selling price to the 
Ace Canning Company. This is fortunate, for at the time the 
order is received, the canning company is at the height of its 
activity, employing a full force, buying vegetables, and paying 
other costs incident to the “pack.” In short, the funds of 
the canning company are needed in the business of canning 
at this period. 

In order not to be deprived of the use of the money for the 
ninety days and yet meet the request of the buyer, a draft for 
$1,01740, with a bill of lading covering the shipment of the 
goods, is sent through the collection department of the First 
National Bank of Highland to its correspondent bank in Can- 
ton, Oklahoma, with instructions to deliver the bill of lading 
(and thus control of the goods) to the Campbell Wholesale 
Grocery Company upon its acceptance of the draft. 

The accepted draJEt (or acceptance) is returned to the Ace 
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Canning Company and is then discoimted by the local bank. 
A few days before the end of the ninety days, the acceptance 
is sent by the First National Bank to its correspondent bank 
in Canton for collection, the acceptance is presented and paid 
on the due date, and the transaction is completed. Thus by the 
use of the acceptance method through ordinary banking facili- 
ties, a sale has been assured, the terms of payment requested 
have been granted, and the transaction has been carried 
through to completion. 

Acceptances — ^When a draft is accepted by a bank, it 
is called a bank acceptance. By accepting the draft, the bank 
lends its credit to the customer for whose account the accep- 
tance is made. Bank acceptances are used most widely in for- 
eign trade, where the seller is willing to accept the obligation 
of a bank but might not wish to make direct credit arrange- 
ments with the customer for whose account the bank executes 
the acceptance. Bank acceptances are highly rated; they com- 
mand preferred interest rates for the advance or promise of 
payment and are very convenient and satisfactory in use. 

To illustrate: The Norval Coffee Company of New Orleans 
wishes to buy a shipment of coffee from the South American 
Trading Company at Barranquilla, Colombia upon four 
months’ terms. The amount involved is $2,347.10. The Norval 
Coffee Company arranges with the Gulf National Bank of 
New Orleans to accept a draft for that amount. The arrange- 
ment between the coffee company and the bank is made possi- 
ble by the bank’s knowledge of the company’s standing. 

"V^en the coffee is shipped, a draft for $2,347.10 is drawn 
on the Gulf National Bank, and this draft, with documents 
attached, is presented by the South American Trading Com- 
pany at its bank in Barranquilla for discount. That bank 
forwards the draft to the Gulf National Bank of New Orleans 
for acceptance. The draft, which has now become a bank 
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acceptance, may be sold in the open market. When the bank 
acceptance falls due, the Gulf National Bank pays it with 
funds supplied by the Norval Coffee Company. 

Thus a sale has been made, and on the terms agreed upon, 
by means of a bank’s promise to pay. The details of the steps 
involved in an acceptance operation will be described more 
completely in coimection with the discussion of letters of 
credit in a later chapter. 

Notes — Negotiable promissory notes are the most widely 
used of all promises to pay. As evidences of debt, they consti- 
tute a large proportion of the total loans and discounts of 
banks — ^advances of money and credit upon promise of repay- 
ment. 

To be negotiable, a promissory note must meet the follow- 
ing requirements: 

1. It must be in writing and signed by the maker. 

2. It must contain an imcondidonal promise made by one 
party to another party. 

3. It must specify a sum certain in money. 

4. It must be a promise to pay on demand or at a fixed or 
determinable future date. 

5. It must be payable to order or to bearer. 

The party promising to pay is called the promissor (or 
t) ; the party to whom it is payable is called the payee. 

Negotiation — ^The process of transferring a negotiable in- 
strument from one party to another in such a manner that the 
second party becomes the holder is called negotiation. Negotia- 
tion consists of the physical transfer of the instrument, after 
indorsement by the proper party, with the intention to transfer. 
The party transferring the instrument is called the transferor, 
and the person receiving it is called the transferee. 

The important general characteristic of negotiation is the 
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protection afiordcd a holder in due course. A holder in due 
course is the party who receives a negotiable instrument by 
indorsement and delivery, for value, and without notice of 
any defect in the instrument. If a party becomes a holder in 
due course, he is entitled to payment according to the terms 
of the instrument, regardless of the defenses to the instrument 
that a prior party may have. 

To clarify the explanation, let us consider a simple transac- 
tion. R. D. Cousin, a customer of the First State Bank, wishes 
to discount a note for $ioo, payable to him and signed by 
R. B. Sunden. The note is due ninety days from the date of 
the note and is payable at the Second National Bank. 

To discount the note. Cousin indorses it, obtains the ap- 
proval of a loaning officer of the First State Bank, and presents 
the note to the discoimt teller. The teller, as a representative 
of the bank, gives value for the note by crediting the account 
of R. D. Cousin. As far as the bank knows, there is nothing 
to prevent the payment of the note by the maker at maturity. 
The bank has received it in the proper way, has paid value 
for it, and therefore is a holder in due course, is entitled to col- 
lect the $ioo from Sunden regardless of any claims the mal^n, 
Sunden, may have against Cousin. 

When one considers the thousands of loan and discount 
transactions handled by the banks of the coimtry daily, some 
appreciation of the importance of the protection given a holder 
in due course is obtained. In order that a bank may be assured 
of the protection afforded a holder in due course and that its 
responsibilities in meeting the requirements of the law of 
negotiable instruments will be fulfilled, great care is exercised 
in the selection and training of its personnel and in the adop- 
tion of methods and systems. 

Presentation and Payment— 'Vh.e place of payment is 
usually stated in a note or draft, and on the due date the 
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instrument must be presented at that place within business 
hours. If a note or draft is payable at a bank, presentment 
must be made during banking hours; but if the maker has no 
funds in the bank (or insuflScient funds) during banking 
hours, presentment may be made afterward on the same day. 
If no place of payment is specified, the instrument should 
be presented at the place of business of the maker, or at his 
residence, or, if these addresses arc unknown, at the last known 
place of business or residence. 

The obligations of the parties to a negotiable instrument 
are very clearly defined by law. In order to fulfil his responsi- 
bilities, the ma\er must pay the obligation at the time when 
and at the place where it is due. A holder in due course must 
pay value for an instrument; he must receive it from the 
previous indorser with the full intention of that indorser to 
transfer the instrument; and he must properly indorse it and 
be responsible for its presentation at the place of payment on 
the due date (the only exception being when delay or non- 
presentment is excused because of circumstances beyond the 
control of the holder). 

The maker may waive the requirement of presentation 
either by express or by implied agreement if he desires. 

The Indorser— hn indorser ordinarily is responsible to sub- 
sequent holders in the event of non-payment of a draft (or 
acceptance) or a note provided the instrument has been prop- 
erly presented. If for any reason the indorser does not wish 
to assume this responsibility, he must execute a particular kind 
of indorsement info rming all subsequent indorsers of his posi- 
tion. This is called a qualified indorsement. 

An indorser’s liability is of particular importance to banks. 
Any item which a bank presents for payment and which is 
not paid is returned to the last indorser, who is required to 
reimburse the ban k . This last indorser is in most cases the 
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customer of the bank who has deposited or discounted the 
item, although, of course, he may be a non-customer for whom 
a dieck has been cashed. By custom and by specific agreement 
between a bank and its customers, the bank reimburses itself 
for an item on which payment has been refused by charging 
the account of the customer — ^that is, deducting the amount 
from the customer’s balance. The item is then returned by 
mail to the customer, together with a memorandum of the 
charge against his account. This procedure is followed in 
order that the customer may take steps to obtain payment 
from other indorsers if desired. 

While the charge-back of items that have been deposited 
or discounted is a procedure well established by law and prac- 
tice, the same rules do not always apply when checks are 
cashed for customers. The courts in some states have held that 
a returned check which was cashed for a customer and not 
deposited to his account is not chargeable against the account. 
If this rule applies in the state in which a particular bank is 
located, extra precautions should be taken to protect the bank’s 
position. All too frequently banks fail to realize the position 
in which they may be placed tmless such special care is 
exercised. 

Intervening Indorsements — ^While most checks received by 
a bank, whether deposited or cashed by customers, bear only 
the customer’s indorsement, some checks bear prior or inter- 
vening indorsements as well. The bank, of course, by its own 
indorsement stamp, guarantees all indorsements when for- 
warding the items for presentation. It is a relatively simple 
matter to guarantee a customer’s indorsement, whether the 
customer be an individual, a corporation, a partnership, or an 
association, since the bank has full information regar^g the 
authority of eadi customer, furnished in the resolution or 
odier form of authority (to be explained later in this chapter). 
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If the intervening indorsers are individuals, the problem is 
not particularly difficult, for barring forgery or incapacity of 
the individual to indorse (which is infrequent), the interven- 
ing individual indorsements are sufficient authority in them- 
selves. But if an intervening indorser is a corporation, the bank 
does not know whether the parties executing the indorsement 
for the corporation are authorized to do so, and therefore it 
may be guaranteeing an indorsement that is not authorized or 
binding. This point is mentioned to emphasize the significance 
of the guaranty assumed by the bank and the conditions that 
call for special attention. 

Kinds of Indorsements— Thevt are five principal kinds of 
indorsements, each of which is used for a particular purpose. 

1. An indorsement in blan\ (or general indorsement) con- 
sists simply of the signature of the indorser on the back of 
the instrument. If this signature is the first indorsement, it 
should agree exactly with the name of the payee shown on the 
face of the instrument. A check made payable to George J. 
Jones should be indorsed George J. Jones, not Geo. J. Jones 
or G. J. Jones. 

If the first indorsement does not agree with the name 
of the payee on the face of the instrument, it is called an 
irregular indorsement. 

The effect of a blank indorsement is to make the instru- 
ment negotiable simply by delivery. This is the form of 
indorsement most commonly used on checks presented at the 
paying teller’s window for payment. 

2. A special indorsement specifies the party to whose order 
the instrument is to be paid. The following is an illustration 
of such an indorsement. 

Pay ta the order of 
John J. Smith 
(signed) George J. Jones 
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This form of itidorsement is used on checks mailed to a bank 
for deposit to a customer’s account; it is also used on notes 
and acceptances sent to a bank for rediscount. Finance com- 
panies often use the indorsement “Pay to the Order of Any 
Bank or Banker,” which requires the indorsement of a bank 
immediately following, thus eliminating the chance that the 
item may he indorsed and cashed by irresponsible parties. 

3. A restrictive indorsement prevents further negotiation of 
the instrument (except in the course of collection), by making 
this indorsement the last one; for example: 

Pay to the order of Blank 
National Bank for deposit only 
John J. Jones Company 


This form of indorsement is a familiar one to the receiving 
teller and to the mail division as well, since it is widely used 
on checks sent to the bank for deposit to a customer’s accoimt. 

4. A qualified indorsement is made by the addition of the 
words “without recourse” or s imil ar expression to the signa- 
ture of the indorser. It has the effect of relieving the indorser 
of the liabilities that usually accompany an indorsement. In 
other words, the indorsement implies that while the party 
transferring the instrument has the right to do so, he does not 
assume the liability of an indorser. 

If, in connection with a collection or similar matter, a check 
is erroneously made payable to one bank when it should be 
made papble to another bank, the first bank may indorse 
without recourse to the second bank rather than delay the 
completion of the transaction; in other words, the first bank 
is willing to negotiate the check but not to assume responsi- 
bility in the event of non-payment. 

5. A conditional indorsement imposes upon any subsequent 
indorsers die responsibility of determining whether or not the 
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condition included in the indorsement has been fulfilled; for 
example: 

Pay to the order of John J. Jones 
if the repairs on my house are 
completed by March i 
(signed) George R. Smith 

The condition puts subsequent indorsers on notice; it puts 
them in the position of holding funds received by cashing the 
check subject to the rights of previous indorsers. The section 
of the Negotiable Instruments Law applying to conditional 
indorsements states that the drawee (the bank upon which 
a check is drawn) may elect to pay the check by disregarding 
the condition or may refuse to pay the check because of the 
condition imposed upon indorsers. If a check drawn on one 
bank is cashed at the paying teller’s window of another bank, 
the position of the latter bank may be that of an indorser. A 
still different position is asstimed if a check is deposited and 
the bank acts as agent for the customer in collecting it. Condi- 
tional indorsements are rarely used, principally because of 
the imusual positions (at variance with the general protection 
accorded holders in due course) in which they may place the 
parties to the instrument. 

Ordinarily, banks will not accept conditionally indorsed 
instruments for collection and will not cash them, because, 
regardless of the bank’s position technically, any litigation 
which might ensue would be a source of annoyance and 
expense. 

Protest — In order to have an independent record that he 
has properly presented the item for payment, a holder in due 
coxirse may make the instrument subject to protest if it is not 
paid. Protest consists simply in the presentation of a dishon- 
ored instrument, with a demand for its payment, by some one 
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legally authorized so to act. Protest is generally made by a 
notary public, who has no interest in the obligation aside 
from its presentation and payment. 

In practice, an item subject to protest is first presented for 
payment through the usual channels. If payment is refused, 
the instrument is then given to a notary (usually an employee 
of the bank), who presents it in person and demands pay- 
ment. If payment is still refused, the notary formally protests 
the item. A special form of protest is used for noting in a 
formal manner the non-payment of an instrument. This form 
recites that the item has been presented and is unpaid (for the 
reason given). The form is signed and sealed, and all inter- 
ested parties, including the maker and all indorsers, are 
notified that protest has been made. 

The purpose of protest is to establish the fact that an instru- 
ment has been properly presented for payment; its effect is to 
bind the indorsers to their responsibilities and at the same time 
to provide proof of presentation to the maker. In order to hold 
indorsers or other parties, a foreign bill of exchange — a bill 
arising in one state and payable in another — must be protested. 
A domestic bill of exchange may be protested if dishonored. 

The Deposit Function 

Deposit Technically, the term “deposit” may 

have several different meanings. A deposit may be money or 
valuables left with a bank for safekeeping; it may be securities 
left with a trust department for exchange; it may be funds 
set aside for particular purposes. As ordinarily used in com- 
mercial banking, a deposit means a sum of money or credit 
left with a ban\ to he used according to banking practice. 
When money or credits are left with a commercial bank under 
special arrangements, the transactions are referred to by spe- 
cial names, such as safekeeping, escrows, and special deposits. 
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The term deposits is also commonly used by commercial 
banks to mean balances to the credit of. When bankers speak 
of commercial deposits or savings deposits, they mean the 
total funds due the customers of the bank by the commercial 
department or the savings department, as the case may be. 
These terms and meanings are commonly used in connection 
with a bank’s statements of condition. 

Banking, the same as other lines of business and trade, has 
its own terminology for describing its methods, systems, and 
operations, and its use of certain terms differs from ordinary 
usage. Funds placed to a customer’s account in the bookkeep- 
ing department by other departments are called credits, de- 
posits received by mail from other banks are called cash letters, 
credits received by telegraph are termed wire transfers, and so 
on. Banking terms have definite meanings and special signifi- 
cance to those in the banking business. Therefore, as these 
terms are used in connection with the discussion of the various 
bank operations, they will be explained in order that the 
student may have a clear understanding of the banking lan- 
guage so widely used. 

Deposits are received by the bank through four channels: 
(i) through the receiving teller department — deposits left by 
customers (or their representatives) in person; (2) deposits 
received by mail; (3) transfer of funds by telegraph; and (4) 
credits received from other departments — ^interdepartment 
credits. Regardless of the channel through which a deposit is 
received, there are basic duties connected with its acceptance 
that must be fulfilled. 

Use of Deposits— To the extent that a han\ can attract 
deposits — either of cash or credits resulting from its own loans 
or those of other ban\s—it can expand its volume of earning 
assets proportionately and hence its profits. Earning assets 
consist of the loans and investments in which the bank’s funds 
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are employed^ and the interest received from loans and invest- 
ments is the main source of a commercial bank’s income. 

Stockholders provide the initial bank funds in the form of 
capital stock subscriptions. An additional amount is set aside 
and maintained permanently in the surplus account. Surplus 
comes either from funds provided specifically for that purpose 
at the time a bank is organized or from net profits after the 
payment of declared dividends each year (or both). It is 
common practice for a new bank to sell its capital stock at a 
price above its stated (or par) value. The difference between 
the par value and the selling price is used to build up a surplus 
account. Suppose that stock with a par value of $ioo a share 
is sold for $125 a share; $100 goes into the capital account 
and $25 into the surplus account (or part into surplus and 
part into xmdivided profits). As earnings accumulate, they 
arc added to the surplus account from time to time in round 
amoimts. 

Banking laws deal separately with capital, surplus, and 
undivided profits. Capital, we have seen, is established on a 
definite basis and must not be impaired. Surplus is a protec- 
tion to capital. It is created according to banking laws and 
banking practice from profits in the main, and while seldom 
disturbed, it can be used to absorb losses or increased to meet 
the needs of the bank for additional funds. Undivided profits 
arc not subject to regulation by law; they are created accord- 
ing to the policy of the individual bank and ordinarily repre- 
sent the remainder of profits after reserves, dividends, and the 
like have been deducted. Banking laws usually make the capi- 
tal and surplus of a bank the basis for determining the legal 
limit of credit that may be extended to a single borrower. 

Deposits received from customers supply the greater por- 
tion of the binds which a bank employs in earning assets. 
Capital and surplus, though substantial in amount, are usually 
only a fraction of the total amount of deposits. The combined 
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capital and surplus, for example, may represent only one- 
tenth of the total funds of the bank, which means that for 
every dollar of the stockholders’ funds in use, there are nine 
dollars of depositors’ money. The ratio varies, naturally; while 
some banks have a ratio of less than i to lo, most banks have 
a higher one. 

The Federal Deposit Insurance Corporation and the Re- 
construction Finance Corporation have definitely indicated 
their attitude regarding the proper ratio of stockholders’ funds 
to deposits. These agencies favor and encourage a ratio of i 
to 7 or I to 8. 

The growth of deposits over a period of time is regarded 
by the executives of a bank as indicative of successful manage- 
ment and continued confidence on the part of customers. Over 
a period of time a bank should show a rather consistent in- 
crease in deposits, thereby providing additional funds with 
which to make loans and investments. 

Kinds of Deposits — ^The two general classifications of de- 
posits are demand deposits and time deposits. 

A demand deposit is one which gives the customer the 
right to receive payment of part or all of the amount due him 
at any time upon a properly written order, generally in the 
form of a check. 

In the case of a time deposit, the depositor may be required 
to give written notice a specified number of ^ys prior to 
withdrawal of the funds. To classify a deposit as a time de- 
posit, a bank must have the notice privilege (under most bank- 
ing laws), even if this privilege is not exercised. 

In savings accounts, which constitute the largest group of 
time deposits, banks must require written notice thirty or 
sixty days prior to the date upon which withdrawal is to be 
made. (The word must is important, for if that requirement is 
not included in the agreement between the bank and its cus- 
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tomcrs, the accounts cannot be considered as time accounts.) 
In commercial accounts, which represent the largest group of 
demand deposits, no prior notice of withdrawal is required. 

The most widely -accepted distinction between time de- 
posits and demand deposits is that stated in the Federal Re- 
serve regulations and applied to member bank reserves. The 
rule established by these regulations is that any deposits which 
may be withdrawn on demand or on less than thirty days’ 
notice are classed as demand deposits, while those requiring 
thirty days* notice (or more) are classed as time deposits. 

The relative inactivity of time deposits, and the right of 
banks to require notice prior to withdrawals make it possible 
for banks to employ such funds in long term investments and 
from the greater income thus received to pay interest to de- 
positors for the use of the funds, in contrast to the non- 
payment of interest on demand deposits by certain classes of 
banks or the lower rate paid on demand deposits by banks 
that are not members of the Federal Reserve System or of the 
Federal Deposit Insurance Corporation. Federal Reserve regu- 
lations require presentation of the passbook for the withdrawal 
of time deposits unless payment is made to the depositor him- 
self. In acmal practice (as will be noted in the discussion of 
the savings department) payments are seldom made without 
presentation of the passbook, and then only under special 
arrangements. 

The Banking Act of 1933 prohibited the payment of in- 
terest on demand deposits by members of the Federal Reserve 
System and also authorized the regulation of the m aximum 
rate of interest that may be paid on time deposits by member 
banks. The Banking Act of 1935 made provision for a similar 
regulation by the Federal Deposit Insurance Corporation, 
applicable to those of its members that are not members of the 
Federal Reserve System. 

From a reserve standpoint, the ditference between the 
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activity of time deposits and demand deposits has long been 
recognized by laws establishing legal reserves. For members 
of the Federal Reserve System the basic reserve against time 
deposits is 3%, while the basic reserve against demand deposits 
is 13%, 10%, or 7% depending upon whether a bank is 
classified as a central reserve city, a reserve city, or a country 
bank. State regulations, also, provide higher reserves against 
demand than against time deposits. While present legislation 
provides for changes in the legal reserves for member banks 
through determination by the Board of Governors of the Fed- 
eral Reserve System (see Chapter I), relative differences be- 
tween time and demand deposit reserves remain the same.^ 

From an internal standpoint, deposits may be classified in 
a number of ways — ^as to the purpose of the deposit, as to the 
type of organization making the deposit, as to the influence 
of the deposit on the policies and operations of the bank, and 
so on — ^but the most important classifications are on the basis 
of (i) time or demand and (2) public or private. 

Public and Private Deposits — ^The two main sources from 
which deposits are received may be described as public and 
private. The Federal Government and its subdivisions (states, 
counties, municipalities, school districts, and other govern- 
mental subdivisions) furnish what are termed public funds. 
Deposits from individuals, partnerships, associations, and 
corporations are called private funds. 

The distinction between these two classes of funds is based 
largely upon their difference in character. A bank assumes 
that deposits received from its individual or corporate cus- 
tomers will result in the maintenance of rather steady balances 
and that the relationship will extend over a period of years. 

Since public funds are generally receipts of money from 
taxes and since their use is largely provided for in advance by 


^ See Table II, Appendix. 
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salaries, interest on or maturity of bonds, or other general 
expenses of the political subdivision, balances of public funds 
fluctuate more than those of private funds. Public funds often 
require minimum interest payments and the posting of surety 
bonds or securities in order to protect the deposit. Public funds 
also depend to some degree upon political connections; hence 
they are likely to be changed from one bank to another with 
change of the party in power. Most states prohibit the secur- 
ing of private funds by the pledge of assets. 

Banks generally consider their growth in terms of private 
funds and so make a distinction in their statements of condi- 
tion between deposits received from public sources and those 
received from private sources. 

Certificate of Deposit— K certificate of deposit is a receipt 
for money deposited; it contains a statement of the arrange- 
ment between the bank and the customer as to the time of 
payment and the interest to be paid (if any). The funds are 
not subject to the usual arrangements governing checking or 
savings accounts. There were formerly two principal kinds of 
certificates of deposit: (i) the demand certificate and (2) the 
time certificate with a maturity date ranging from thirty days 
to six months or more according to agreement. The provision 
of the Banking Act of 1933 requiring the elimination of in- 
terest on demand deposits made the use of demand certificates 
less advantageous than previously. 

Customers use time certificates of deposit for funds that 
are needed for a definite purpose at a future date. Interest is 
paid in the meantime, and the funds are available when 
desired. 

A certificate of deposit may be either non-negotiable or 
negotiable depending upon the state law. A negotiable certifi- 
cate of deposit is payable to order or to bearer and is treated 
exactly the same as other negotiable instruments. 
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In banks where the number of certificates of deposit issued 
is small, one of the tellers is designated to maintain the records 
in addition to his regular work — ^the collection teller, for ex- 
ample. The same teller also issues and records the cashier’s 
checks or drafts of the bank. In large banks the volume of 
certificates of deposit is usually sufficient to justify a separate 
cage or department to issue and keep the records for cashier’s 
checks, drafts, and certificates of deposit. The teller who 
handles this work is known as a draft teller. 

The records kept for these three classes of items are similar; 
the register used is called a cashier’s check register, a bank 
draft register, or a certificate of deposit register, as the case 
may be. Each certificate, check, or draft is numbered and must 
be accurately accounted for. When a certificate of deposit is 
issued, descriptive information (consisting of the name of the 
party to whom the certificate is payable, the date of issue, the 
amount, the rate of interest, and the maturity date) is listed in 
columns opposite the number of the certificate. By using num- 
bered certificates and accoimting for each one, including those 
that are “voided” (that is, those on which a mistake has been 
made and therefore not issued), the bank can have the work 
of the teller or the department easily checked and balanced. 

When a certificate is paid, it is canceled and filed for audit 
reference, and entries of the payment and the date of payment 
are made in the register. By this simple but complete record 
it is possible to balance the amounts outstanding in certificates 
of deposit at any time. An illustration of this form of register 
is shown in Figure 7. 

The same method is used in the case of the cashier’s check 
register and the draft register, with the omission of the un- 
necessary items of maturity date and interest rate. 

New Accounts— Just as a customer may select the 
with which he will do business, so can a ban\ select the cus- 




Figure 7. Certificate of Deposit Register 
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tomers with whom it will make contracts of hanking relation- 
ship. A bank cannot be required to accept deposits or accounts 
offered and uses this selective privilege to insure business of 
the type and kind desired. 

In any business agreement, difficulties can be avoided by a 
thorough understanding of their privileges and responsibilities 
on the part of all concerned at the very outset of their relation- 
ship. By carefully explaining the conditions at the time each 
account is offered, a bank may eliminate many accounts that 
might prove unsatisfactory, and it may induce others to do 
their part in maintaining a satisfactory connection. 

When a customer violates his agreement by drawing against 
insufficient or uncollected balances, for example, the bank may 
close the account and sever the relationship. Although seldom 
used, this is an important privilege of banks. 

To insure careful selection of customers, experienced mem- 
bers of the bank’s staff (officers or others thoroughly familiar 
with the work) are assigned the duty of opening accoimts. 
Forms and routines are established to impress upon a prospec- 
tive customer the responsibilities as well as the privileges of a 
bank account. 

In some banks there may be little necessity for routine 
investigation since the prospective customers may be known to 
the officers. In other instimtions where definite information is 
essential, all new accounts must go through the process of 
investigation and approval. By this selection of business, un- 
satisfactory accounts arc reduced to a minimum. 

The procedure in opening accounts is similar for all banks 
regardless of size or location. When an account is offered, the 
new account representative obtains the necessary information 
from the prospective customer immediately. This information 
may be entered on a new account sheet, similar to the one 
illustrated in Figure 8, or in places provided on the signature 
card (or both). 
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NEW ACCOUNT 


Name of account 

Business address 

Residence address 

Busin ‘S* 

Character of first deposit 


Date opened 

Business telephone 

Residence telephone.. 


Inc. Partnership Ind. 


Character of account; business.. 

Probable balance 

Other bank accounts 

Last account with 

Reason for change 

Associated accounts 


Amount 

Personal 

Special instructions... 


Introduced by.. 
References 


Account assigned to group 

Remarks 

Mail statements to 

Account accepted by 

Signature cards received by 


Will call.„ 


Resolution or other authority received by 


Figure 8. New Account Form 
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The references and other data are verified before the ac- 
count is definitely accepted. This checking is done either by 
the bank’s officers or new business representatives or by the 
credit manager or credit department. The information re- 
quested furnishes a complete record of the applicant and so 
forms a basis for judging the desirability or undesirability of 
the account. (The methods by which this information is ob- 
tained and analyzed are a development of credit work and 
will be discussed in connection with the work of the credit 
department.) 

The importance of a favorable record for customers ac- 
cepted cannot be overemphasized, for banks depend upon the 
honesty and integrity of customers to a large degree. The 
following incident illustrates the wisdom of careful selection. 
Recendy the canceled checks of the customers of a bank in a 
midwestem city were completely destroyed by fire, and the 
bank could not produce evidence of the checks paid against 
the accoimts except by the entries on the ledger records. Never- 
theless, the claims made by customers beyond the ledger rec- 
ords were so slight that the total loss to the bank as compared 
with total deposits was alm ost negligible. 

It has been necessary in recent years to add one more 
requirement to that of the reputation of the customer. Banks 
have found that if they are to make a profit from services 
rendered, there must be a direct relationship between the 
amount a customer keeps on deposit and the aedvity of his 
account. Below a certain balance the activity of an accotmt 
may cost more than the income to be derived from the em- 
ployment of the funds in earning assets, or an excess number 
of transactions may run the cost beyond the income. There- 
fore, banks generally establish a minimum as to the amoimt of 
balance to be carried and specify the number of transactions 
a month that will be permitted on such a balance. Balances 
below this minimum and activity beyond the prescribed limit 
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are subject to charges to the customer at regular rates. It is 
essential that this procedure be clearly imderstood by the 
prospective customer. 

Some banks prefer to accept only accoimts that they have 
reason to believe will maintain at least the minimum balance. 
Other banks levy pro rata charges upon excess activity or 
lower-than-minimum balances. On the opening of an ac- 
count, a bank endeavors to ascertain as accurately as possible 
just how closely the account will conform to pattern; other- 
wise the account may be carried at a loss to the bank, or ill 
will may result from the imposition of a service charge. The 
problem of service charges and analysis will be discussed fur- 
ther imder “analysis of accounts.” 

Neu/ Business — One method by which banks obtain new 
business is direct solicitation by oEBcers and employees. Before 
actual solicitation is made, however, a prospective customer is 
thoroughly investigated to be certain that he is the type desired. 
Bank customers are an excellent source of new business. Be- 
cause of their acquaintanceship or friendship with officers and 
employees and their knowledge of the bank’s requirements, 
they are often the means of bringing to the bank a substantial 
amount of business of the desired kind; in fact, cultivation of 
new business by customers is one of the most fertile of all new 
business channels. Business also comes to a bank because of its 
convenient location or favorable reputation, although in local- 
ities where there is more than one outstanding institution, new 
business is more often the result of solicitation cither by the 
bank’s representatives or by its customers. 

It is essential that a uniformly favorable impression be 
made on customers. The neatness of a bank’s quarters and the 
reputation of its management have much to do with creating 
a favorable impression, but a factor of major importance is 
the alert, courteous, and careful attention given by officers and 
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employees to the transactions handled for customers. A large 
percentage of the bank’s personnel comes in direct contact 
with its customers. A customer expects, and rightly so, that 
his business will be handled efficiently and confidentially, and 
by fulfilling his expectations the bank creates good will and 
increases its business. Of course, the officers and employees 
not only must be thoroughly informed as to their own depart- 
ment and duties but also must know something of the services 
rendered in all other departments. An alert, well informed, 
and efficient staff creates good will and brings increased profit 
to the bank through economical operations. 

Many banks insist that their personnel study new operat- 
ing systems and methods in order to be up to date at all times. 
In many banks, also, each new employee must become thor- 
oughly familiar with the general outline of the bank’s opera- 
tions by studying the handbooks prepared for that purpose. 
In other banks meetings of operating groups are held regu- 
larly to discuss and make decisions regarding proposed im- 
provements in methods and systems. 

Just as a well informed and courteous employee is a vital 
factor in the profitable conduct of a bank, so a discourteous 
or poorly informed employee may undo the constructive work 
of many others. Upon the person or department in charge of 
personnel rests the responsibility of discovering those best 
equipped to meet the public and those less fitted to do so; and 
by making suitable adjustments, the personnel supervisor is 
able to eliminate the undesirables from contact with the 
public. 

The Deposit Relationship — The relationship between a 
ban\ and its customers is created by a series of contracts, im- 
posing upon ban\ and customer alike definite obligations and 
responsibilities. 

It is as important for a customer to understand these defi- 
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nite responsibilities as it is for the bank. By fulfilling his duties 
and responsibilities, a customer can be certain that any delay 
or loss occasioned by the bank’s negligence wiU be repaid by 
it^ and the bank has a right to expect and receive similar 
treatment from a customer if he neglects to fulfil his duties 
and the bank thereby suffers inconvenience or loss. 

To illustrate this point, let us consider the obligations 
assumed by a bank in paying checks against an account. The 
bank must be certain, among other things, that the drawer’s 
signature is authorized, that it is genuine, that the check has 
not been altered, and that it is not post-dated. If these and 
other tests are not successfully applied, the bank suffers what* 
ever loss may result from its negligence. Similarly, a customer 
who violates his responsibility by not having sufficient funds 
on deposit to meet the checks drawn against his account will 
find ^ose checks dishonored through non-payment by the 
bank. 

Authority to Ma\e Contracts— Contracts are based on the 
power of the parties to mahe the contractual agreements; 
therefore the authority of a customer to assume the responsi- 
bilities required by his contracts with the banl{_ must be \nown 
by the ban\ to be fidl and complete. 

The authority of a bank to make contractual agreements 
is established by the powers granted it in the charter, by the 
po^^s set forth in the by-laws, or by the actions of the bank’s 
board of directors. The individuals selected to exercise this 
authority are designated either by the board of directors or by 
tl^ executive officers of the bank who are empowered to act 
on its behalf. 

Kinds of Accounts— The particular authority necessary in 
each group of accounts and the manner in which this author- 
ity is obts^ed are standardized. By following definite proce- 
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dures, banks easily obtain full and complete authority from 
every customer. 

For the purpose of showing the different kinds of author- 
ity required, accounts may be classified into five main groups. 

1. Individual accoimts 

a. One individual only 

b. Alternate or survivorship (two or more individuals, 
each signature authorized alone, the balance of the 
accotmt to the survivor) 

c. ]oint (two or more signatures, a combination of signa- 
tures required) 

2. Partnership accounts 

3. Corporation accoimts 

4. Club, church, and association accounts 

5. Trustee accounts 

Individual Accounts — In the law of contracts, a distinction 
is made between individuals who are regarded as legally com- 
petent, or able to make contracts, and incompetents — ^those 
who because of youth or incapacity from insanity or other 
causes either are not permitted to make contracts or are lim- 
ited to contracts for the necessities of life. The segregation of 
competents from incompetents is not a difficult problem, for 
the majority of individuals who wish to become customers are 
known by the bank, either personally or through their con- 
nections, to be legally able to make the necessary contracts. 

If an individual is not known, his status is determined from 
the references given in the new accoimt routine. 

It is imusual in small towns for an individual who is not 
known to the bank to attempt to open an account. Identifica- 
tion as well as qualification is a simple matter of routine in 
such localities. In larger centers the problem is more difficult, 
and when proof of qualification and identification is needed, 
the bank will not open an account until the investigation 
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proves that the individual is competent and fully identified. 

In the case of an account for one individual only, the agree- 
ment of a competent person to abide by the rules and regula- 
tions of the bank is sufEcient authorization. Generally, the 
individual simply signs the signature card and thus accepts 
the agreement included as part of the signature card form (see 
Figure 9, front and reverse side). For other kinds of individual 
accoimts (alternate and joint), the signatures of competent 
parties on the signature card constitute full acceptance of the 
terms. 

In addition to the authority itself, there must be absolute 
identification of the authorized party. The mere use of a name 
is not sufficient. The bank must be certain that the individtial 
is the person he claims to be; otherwise fraud could be com- 
mitted through illegal use of funds deposited in the name of 
one person and withdrawn by an impostor. To be amply pro- 
tected, a bank must be fully assured of the identity of all 
customers. 

The identity of a customer is assured by the use of an 
identification card, upon which a specimen of his signature is 
obtained. The card is then sent to the bank where the prospec- 
tive customer formerly maintained an account or to the com- 
pany or concern with which he is connected for verification 
of the signature. As explained in the description of the new 
accoimt sheet, identification is made certain by detailed in- 
vestigation. 

The account for one individual is the simplest of all ac- 
counts, for one person only has the right to use the funds. A 
variation of this type is the alternate or survivorship account, 
where two or more persons are authorized to withdraw funds 
and checks are valid with any one of the authorized signa- 
tures. By the terms of the agreement, the balance in the ac- 
count becomes the property of the remaining person or persons 
i^n the death of any of the parties; hence the use of the term 
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Authorized Signature of 


For Blank State Bank, Morrison, Illinois 


See reverse side for conditions on which deposits are accepted and 
checks honored, to which the undersigned agrees. 


Identified by- 
Opened by 


approved by_ 


In receiving items for deposit or collection, this bank acts only as deposi- 
tor’s collecting agent and assumes no responsibility beyond the exercise 
of due care. All items are credited subject to final payment in cash or 
solvent credits. This bank will not be liable for default or negligence of 
its duly selected correspondents nor for losses in transit, and each corre- 
spondent so selected shall not be liable except for its own negligence. 
This bank or its correspondents may send items, directly or indirectly, 
to any bank, including the payor, and accept its draft or credit as condi- 
tional payment in lieu of cash; it may charge back any item at any time 
before final payment, whether returned or not, also any item drawn on 
this bank not good at close of business on day deposited. 

BLANK STATE BANK 


(reverse side) 
Figure g Signature Card 
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survivorship in connection vsrith this type of account. In order 
to avoid confusion, banks frequendy find it advisable to limit 
the participation in a survivorship account to a maximum of 
three individuals. 

In certain states (Pennsylvania, for example) survivorship 
accounts, except where they are carried for husband and wife, 
are taxable in the estate of the deceased to the extent of the 
interest the estate had in the account. 

The joint account represents an arrangement between two 
or more individuals in which a combination of signatures is 
required for withdrawals. This type of accoimt is also known 
as a two-name account, a three-name account, and so on, 
indicating the number of names necessary for withdrawals. 
As in the alternate account, a reasonable limitation as to the 
number of participants is advisable. 

Partnership Accounts — ^In the partnership form of organ- 
ization, each partner is ordinarily responsible for the business 
contracts of the other partners, and one partner can therefore 
bind all the other partners to a contract. The acts must be 
within the scope of the partnership business, however; hence 
a bank not only must be certain that a partnership exists but 
must know the purposes of the partnership and the limitations 
on its operations. A copy of the partnership agreement is some- 
times filed with the bank, and the authority of the partners is 
ascertained from that agreement. If the agreement is compli- 
cated or not entirely clear, the attorney for the bank will study 
it carefully and state his opinion for the bank’s information 
and protection. The original partnership agreement may be 
required for this purpose. 

In order to simplify the assembling of the necessary in- 
formation, a partnership form of application is often provided 
by die bank for such accounts. By executing this form, the 
partners inform the bank fully of the required facts and em- 
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power it to recognize the authority conferred upon the repre- 
sentatives of the partnership. 

Corporate Accounts — The source of authority in a corpora' 
tion is its board of directors, whose authority to bind the 
corporation by contract is very broad, being limited only by 
the charter and the by-laws of the corporation. The board of 
directors elects the ofi&ccrs of the corporation, assigns general 
and special duties to them, and as a board dircedy approves 
many contracts in which the company is engaged. When 
opening an account for a corporation, a bank, in order to be 
certain that it is receiving proper authority from the corpora- 
tion, must have a copy of the oflScial resolution of the board 
of directors authorizing the account and must have a certi- 
fied list of the officers empowered to transact business with 
the bank. 

In order to obtain all the necessary information and proof 
of authority, banks use what is called a resolution form, pre- 
pared by their attorneys. This form, when filled out, is ap- 
proved by the board of directors of the corporation and is 
attested by the corporation’s secretary, who attaches or im- 
presses the seal of the corporation. The resolution form which 
is here reproduced is typical. As may be seen, it invests the 
designated officers with full and complete authority to do all 
the things necessary in the corporation’s relationship with the 
bank. 

Sometimes the authority of the officers is conferred upon 
them by the by-laws of the corporation; when this is the case, 
a certified copy of the sections of the by-laws containing that 
authorization is obtained by the bank in place of the resolu- 
tion. 

Since the resolution constitutes the bank’s record of the 
authority of the officers of the corporation, it is very important 
that the resolution, as well as any other pertinent documents. 
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be carefully filed and reviewed from time to time, in order to 
be certain that with changing conditions revisions have not 
been overlooked and that the resolution is neither incomplete 
nor out of date. The filing and review of resolution forms may 
be done by the cashier or some other oflEcer in a moderate 
sized bank and by a resolutions division in a large institu- 
tion. The responsibility for the care and revision of resolutions 
is often combined with the care and revision of signature cards. 

Resolution Form for Corporate Accounts 

I, do hereby certify that I am the secretary of 

a corporation duly and legally organized and existing under and by 
virtue of the laws of the State of and that I am the cus- 

todian of the records and the seal of said corporation; that at a meeting 
of the board of directors of said corporation duly and legally called and 
held in accordance with the law and the by-laws of said corporation, on 

the day of A.D. 19. at which said meeting a majority 

and quorum of the board of directors of said corporation was present, 
the following resolution was adopted by the afiSrmative vote of a 
majority of the whole board of directors of said corporation, to wit; 

BE IT RESOLVED by the board of directors of 


1. That the INSTITUTE STATE BANK be and it is hereby desig- 
nated as one of the depositaries of the funds of this corporation, and 
that the officers or employees of said corporation are hereby authorized 
to indorse, in the name of this corporation, for the purpose of deposit 
and collection in and with said bank, checks, drafts, notes, and other 
like obligations, issued or drawn to and owned by said corporation, and 
it is further resolved that indorsements for deposit and collection may 
be by the written or stamped indorsement of the corporation without 
designation of the party making the indorsement. 

2. That said bank be and it is hereby authorized to pay out the funds 

of this corporation on deposit with it from time to time upon checks, 
drafts, or other orders for the payment of money, drawn upon said de- 
positary and signed in the name of this corporation by its or 

and countersigned by its or whether 
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said checks are payable to cash, bearer, or the order of the corporation, 
or to any third party, or to the order of any signing or countersigning 
oflScer of the corporation or any other corporation officer, in either their 
individual or official capacity, without further inquiry or regard to the 
authority of said officer(s) and/or other pcrson(s), or the use of said 
checks, drafts, and orders, or the proceeds thereof. 

3. That the and or and 

of this corporation be and they are hereby authorized from time to time 
to borrow money from said bank in such amounts, for such length of 
time and at such rate of interest and upon such other terms and condi- 
tions as said officer or officers may deem expedient, and to evidence the 
indebtedness thereby created by executing and delivering in the name 
and on behalf of this corporation promissory notes, judgment promis- 
sory notes, and other like obligations of this corporation, signed in the 
name of this corporation by the officer or officers designated above; and 
said officer or officers is or are further authorized to discount with said 
bank the notes, bills receivable, acceptances, and other obligations issued 
to or owned by the said corporation, and to indorse the same for such 
purpose; and to pledge or hypothecate as security to said bank for the 
payment of any of said notes and/or any other obligations of this cor- 
poration to said bank, any of the notes, bonds, stocks, bills receivable, 
accounts receivable, conditional sales contracts, chattel mortgages, ware- 
house receipts, and/or other documents, accounts, securities, and/or any 
other property now or hereafter belonging to this corporation, and to 
execute and deliver any and all indorsements or instruments of assign- 
ment or transfer which may be necessary or proper in such cases effec- 
tually to transfer to the said bank the property so hypothecated or 
delivered. 

4. That the said bank shall not be in any manner whatsoever respon- 
sible for or required to see to the application of any of the funds of this 
corporation deposited with it, checked out, or borrowed from it, or 
secured by the discount of notes and other obligations to it as herein- 
before provided, and all such transactions shall be conclusively presumed 
to be legally binding upon this corporation. 

5. That the secretary of this corporation, shall file with 

the said bank a certified copy of this resolution under the corporate seal 
of this corporation and shall also file with the said bank a certified list 

of the persons at the present time holding the offices of 

and in this corporation, and it shall be condu- 
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sivcly presumed that the persons so certified as holding such ofSces 
continue respectively to hold the same until the said bank is otherwise 
notified in writing by the secretary of this corporation. 

6. That this resolution shall be in full force and effect and binding 
upon this corporation until it shall have been rescinded, and written 
notice of such rescission under the corporate seal shall have been de- 
livered to said bank. 

And I do further certify that the above resolution has not been in 
any wise altered, amended, or rescinded and is now in full force and 
effect. 

I do further certify that the names and genuine signatures of the 
present officers of said corporation are as follows and that the genuine 
signatures of those above authorized to sign for the corporation appear 
on the accompanying cards: 


President 

Secretary 

Vice President 

Treasurer 

Vice President 

Assistant Treasurer 


IN WITNESS WHEREOF I have hereunto set my hand and affixed 

the corporate seal of said corporation, this day of 

AJ 3 . 19. .• 


Secretary 

I, a director of said corporation, do hereby certify that 

the foregoing is a correct copy of a resolution passed as therein set forth. 


Director 

Club, Church, and Association Accounts— Many organiza- 
tions are formed as unincorporated associations for special or 
charitable purposes and not for profit. Ordinarily, such asso- 
ciations are characterized by informal organization with few 
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regulations, they arc governed by by-laws containing broad 
general powers, and their activities are carried on by officers 
elected at general meetings of the members. When an account 
is opened for an organization of this sort, the bank must be 
certaiu that the officers have been properly elected and must 
know the extent of their powers; a copy of the by-laws of the 
association and a report of the meeting at which the officers 
were elected will meet the requirements. Although the ac- 
counts in this group are for the most part of modest propor- 
tions, there are a few large unincorporated associations in this 
country which maintain bank balances of considerable size; 
particular care must be exercised by a bank to be sure that 
complete and proper information and authority are received. 

Trustee Accounts — ^Many circumstances make it desirable 
or convenient for individuals or corporations to be given pos- 
session of the property of others and to act on their behalf in 
various ways. When an individual or a corporation has posses- 
sion but not ownership of the property, the arrangement is 
called a trust, and the individual or corporation holding the 
property is known as a trustee. The nature of the authority of 
a trustee and the extent of that authority are determined by 
an agreement or by a court order. 

The authority exercised by a trustee may range from broad 
and extensive powers to small and very limited ones, with all 
manner of variations. While the powers of an individual who 
opens an accovmt are limited only by the general regulations 
regarding contracts, such is not the case with a trustee accoimt. 
When a trustee accoxmt is offered, a bank is automatically 
put on notice that the only way to be certain of the nature of 
the trust and of the authority conferred upon the trustee is to 
examine the trust agreement carefully. Some trusts arc estab- 
lished by volimtary agreement between the interested parties, 
others by direction of a court of law. 
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Let US suppose that Martin, Johnson, and Curtney are 
engaged in a joint operation and that they find it convenient 
to designate Smith, as trustee, to deposit funds in the bank 
and to draw checks in payment of expenses incurred in con- 
nection with the venture. Smith, then, controls the funds of 
the three, and although he has possession of them, actually 
none of the funds belong to him. He desires to open a trustee 
account in the First State Bank. The bank knows that he is 
acting for others, but it does not know to what extent and in 
what ways he may be authorized to act. In verifying Smith’s 
authority, the bank first asks for the original agreement in 
order to ascertain the nature of the trustee relationship which 
exists; or the bank may supply Smith with a form and require 
him to have it properly completed and authenticated before 
opening the accoimt. If the standard form supplied by the 
bank is used, all the necessary points are covered, and the 
bank knows exactly what authority is conferred upon the 
trustee. If the original agreement or an acceptable certified 
copy is submitted, the bank’s questions may be completely 
answered by an examination of the document. In case doubt 
arises as to the arrangement, powers, authority, or identifica- 
tion of the trustee, the entire matter is referred to the bank’s 
attorney for decision. 

Courts of law are constandy establishing trustee relation- 
ships for companies or individuals who, for one reason or 
another, come under their direction. These vary from the 
extensive relationships pertaining to large corporations, such 
as railroads, to die modest and limited activities of trustees for 
individuals of small means. In creating trustee arrangements, 
die court recites the powers of the trustee or trustees named 
with regard to the funds they will control. Tlie limitations of 
these powers arc definitely set forth in the court order and are 
a permanent part of the court records. In opening an account 
for a trustee established by a court, a bank simply obtains a 
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certified copy of the order establishing the trust and thus re- 
ceives full and complete information. 

The Signature Card—K bank obtains its authorization to 
accept the signatures of certain individuals for the withdrawal 
of funds, indorsements, and other actions by one of the means 
already described. In order to be certain that fimds are being 
paid out on the order of authorized persons or that odier 
actions are being taken by their order, the bank keeps speci- 
mens of customers’ signatures on file for ready reference on 
signature cards provided for that purpose. These cards form 
an important part of the mechanics of banking. 

Signature cards not only furnish a means of recording 
authorized specimen signatures for identification; they also 
serve as an acceptance of the rules and regulations of the 
bank by those signing the cards. In the case of an individual 
accoxmt, the signature card constitutes the complete authority 
itself as well as the record of the authority granted the bank. 

Figure 9 shows a form of signature card that is widely 
used, although differing state laws and differing policies of 
institutions may require variation in its form or contents. 

The signature cards must be carefully filed and must be 
revised from time to time in order that they may always be 
up to date and complete. Usually two or more cards are filled 
out for each account or photostat copies are made. One card is 
placed in a central file, so that all authorized signatures may 
be found at that place. A second card is filed with the paying 
teller unit, which needs to refer to the signatures more fre- 
quendy than other imits. 

In branch banks specimen signatures are often provided 
for the head office as well as the branch in which the account 
is kept; these additional specimens may be provided by use of 
photostatic or other reproducing devices. 

One of the duties of the individual in charge of the master 
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(or central) file is that of reviewing the file periodically so 
that new or additional signatures may be obtained as desired. 
Any individual’s signature changes somewhat from time to 
time; therefore it is essential that a current specimen be on 
file. The individual in charge of signature cards also has the 
responsibility of seeing that when changes in the ofiBcial roster 
of corporations occur, the proper specimen signatures are filed 
with the bank. 

If the business of a bank does not warrant the use of a 
new accoimt sheet, the signature card alone is used. In this 
case, a customer’s business connections and affiliations, business 
address, former banking connections, references, telephone 
number, and other miscellaneous information are entered on 
the signature card. 

The Deposit Slip — As already explained, deposits or credits 
to customers’ accounts come from four sources: (i) deposits 
of cash and checks at the receiving teller windows, (2) de- 
posits received by mail, (3) transfer of funds by telegraph, and 
(4) credits received from other departments of the bank. For 
ffie third and fourth sources, a special internal form is often 
used. A transit form is commonly used for deposits received 
by mail (this form and its uses will be explained in the discus- 
sion of ffie transit department). A deposit slip (or deposit 
ticket) is used for all deposits received at the receiving teller 
windows, and sometimes for deposits received by mail. The 
deposit slip is a memorandum of the cash and other funds 
presented for deposit; it also serves as a record that the deposit 
has been received. Since it is an original record, it should be 
made up by the customer, preferably in his own handwriting. 

One form of deposit slip (Figure 10) has columns for the 
listing of checks and other items and space for the listing of 
cash (currency and coin). Such an itemized list must accom- 
pany all deposits taken in by the receiving teller; the deposit 
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slip not only is evidence of the credit to a customer’s account 
but also is used for comparison with the listing and totaling 
of the items made by the bank. 

The deposit slip used in some banks is further divided into 
columns for checks drawn upon the customer’s bank, checks 
drawn on other local banks, New York City items, and all 
other out-of-town checks. By means of this division into 
groups, the bank can check the deposit against the depart- 
ments to which the items are sent from the receiving teller. 
This form of deposit ticket is shown in the batch system illus- 
tration (Figure 13, Chapter IV). To facilitate the identifica- 
tion of items, the American Bankers Association transit num- 
ber of the bank upon which each item is drawn is noted 
opposite the amount. 

The correct listing and totaling of items by the customer 
eliminates the time and trouble that the bank must otherwise 
spend in correcting errors. Banks endeavor to have their cus- 
tomers prepare deposit slips carefully, not only to save tht 
time of the staff but also to avoid delays and inconveniences to 
customers who may have to wait tmtil corrections are made 
and then adjust their own records accordingly. 

The wide use of adding machines in business has been a 
great help in this respect, for most customers list the items by 
adding machine and thus avoid errors. To check the impor- 
tance of this practice, a large bank recently made a survey of 
the errors in deposit slips. As a result of this survey over a 
period of a year, it found that over 95% of the mistakes were 
made in deposits of ten items or less, those in which the items 
were not machine-listed or totaled. 

When correction of a deposit slip is necessary, the change 
is indicated either by a stamp on the deposit slip and a nota- 
tion of the error (such as, “check listed as $101.10 should be 
I110.10”) or by a separate correction memorandum attached 
to the sUp, a copy of which is sent to the customer. 
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After the deposit slip is used by the receiving teller and by 
the distribution, analysis, and bookkeeping departments for 
their work, it is filed away in a permanent file. 

The Passbook ^ — ^The bank gives a customer a receipt for 
every deposit made. This receipt may be in the form of an 
entry in the passhoo\, by a duplicate deposit slip, or by an 
advice of credit. For a deposit made at the receiving teller’s 
window, a passbook entry or a duplicate deposit slip is used; 
for a deposit by mail or an interdepartment credit, an advice 
of credit is commonly used, although if the customer transacts 
his business at a particular department, a passbook entry or a 
duplicate receipt may be used instead. 

The passbook is simply a small booklet with ruled pages 
for entries. Some of the rules and regulations of the bank 
under which deposits are received are printed on the first page 
or two of the book. In the back of the book there is a section 
in which collections may be entered. Originally, the passbook 
was used as the customer’s record of his account, in addition 
to serving as a record of the deposits made. In the earlier days 
of American banking when only a small number of checks 
were written by the average customer, and when the ac- 
counts were not very active, the passbook served the purpose 
which the bank statement serves today. Periodically, each 
customer brought his passbook to the bank for balancing; the 
checks drawn against the account since the date of the last 
balance were entered, as were the deposits and credits, and 
a new balance was set down. Thus the customer had in his 
passbook a detailed and complete copy of the bank’s record 
of his account. 

As the number of customers and banking transactions 
increased and as the customers became more widely scattered, 
the passbook method of balancing accounts proved incon- 
venient and was abandoned. Instead, a copy of the ledger 
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account was given to the customer at regular intervals, ordi- 
narily once a month. 

In commercial banking today the passbook is simply a 
receipt book. Many customers make little use of it even for 
that purpose, since their deposits are usually made by mail or 
by wire transfer. A few banks are e limin ating the passbook for 
commercial accounts and replacing it with other receipt forms. 
In the savings department, the inactivity of accounts permits 
the use of the passbook to advantage, and deposits, with- 
drawals, and balance are recorded as each transaction occurs. 

If the depositor does not have his passbook with him when 
making a deposit at the teller’s window, he makes out two 
deposit slips, one to be used in the regular way and the other 
to be used as a receipt. When the passbook is used, the teller 
enters in it the amoimt of the deposit, the date, and his initials. 
When duplicate deposit slips are used, the teller stamps a 
notation on the face of the second slip and signs or initials 
this duplicate deposit slip as a receipt. A common form of 
duplicate stamp follows: 


DUPLICATE 
October lo, 1936 
Institute State Bank 


TeUer 


Figure ii is an illustration of an advice of credit. The 
customer’s name and address, the date of the deposit, and the 
amount are entered, and the advice is initialed or signed by 
the person receiving the deposit. By the use of outlook (or 
window) envelopes, these advices may be mailed without Ac 
additional typing of the customer’s address. Some banks use 
an advice of credit memorandum instead of the duplicate 



DEPOSITS AND THE EECEIVING FUNCITON 


123 


deposit slip; in others both a credit memorandum and a dupli- 
cate deposit slip are used. A carbon copy of the advice serves 
the same purpose within the bank as the duplicate deposit slip. 


INSTITUTE NATIONAL BANK 

19— 

We credit your account as follows: 

$ ^Your letter of 

John H. Selden, Cashier 

To 


Figuhe II. Abvice of Credit 

Cash and Collection Items — ^AU items handled by a bank 
are classified according to the way in which the bank accepts 
them for credit to its customers’ accoimts. Cash items are those 
that the ban\ will accept for immediate credit — checks, drafts, 
or other items that will increase the balance of a customer’s 
account immediately by the amount of the items deposited. 
Nearly all checks arc cash items. For instance, a check of the 
R.B.C. Company of San Francisco, drawn on the Golden Gate 
State Bank of that dty, payable to the Better Manufacturing 
Company, a customer of the Institute State Bank, would 
ordinarily be treated as a cash item. 

Collection items usually consist of drafts vdth documents 
attached, notes, and acceptances. The amount of a collection 
item is not placed to the customer’s credit until the item has 
been presented for payment and the funds have actually been 
received by the banh. A trade acceptance, payable to the Bet- 
ter Manufacturing ^mpany, accepted by the R.B.C. Com- 
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pany, due May 12, and entered for collection May 4, would be 
a typical collection item. A draft due on demand, with an 
attached bill of lading to be delivered upon payment of the 
draft, would also be classed as a collection item. 

Some items have characteristics of both cash and collection 
items. In other words, the bank is willing to give immediate 
credit because the item is due on demand and acceptable in 
every other way, but special handling through collection chan- 
nels is necessary because there are documents or securities 
attached. Some banks call these items cash collections, indicat- 
ing that immediate credit is given but that special attention is 
required. 

A typical cash collection item would arise as the result of 
the shipment of United States Government bonds by an invest- 
ment house, upon order, to a bank in another city, with an 
attached demand draft for the amoxmt involved. Such an item 
cannot pass through the ordinary transit department routine, 
for the facilities of the transit department are not designed to 
provide the special attention required by the attached secu- 
rities. Immediate credit is given, but the item is forwarded to 
the out-of-town bank by the collection department, by regis- 
tered or insured mail, with special instructions. 

Characteristics of Cash and Collection 7 /^/wr— With minor 
variations among banks, or in a few cases among customers 
of the Kune bank, the differences between cash and collection 
items may be summarized as follows: 

1. Cash items are due on demand; that is, they must be 
either paid or refused as soon as they are presented at the 
place of payment. 

2. A large proportion of collection items are not due on 
demand but in the near future. (As already noted, cash collec- 
tion items due on demand are subject to special arrange- 
ments.) 
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3. Cash items have no documents, securities, or other ac- 
companying papers attached. 

4. Many collection items have warehouse receipts, secu- 
rities, and other papers attached. 

5. The instructions necessary for the presentation of cash 
items are simple and uniform for practically all items. 

6. The instructions necessary for collection items are more 
detailed, each collection requiring individual instructions. 

The extent to which cash items can be handled by routine 
methods and the large number of items that are subject to the 
same instructions enable the clearings and transit departments 
to operate on a large volume, low-cost-per-item basis. In con- 
trast, the individual attention and special handling required 
for each collection item demand that the collection depart- 
ment be organized on the basis of a lower volume per person, 
resulting in a higher cost basis. This point is further discussed 
in the description of the organization and operation of the 
collection department (Chapter VI). 

One type of item, coupons, merits special mention. Some 
coupons are due at the time they are brought to the bank, and 
the bank knows that they will unquestionably be paid; hence 
they are treated as cash items. Government bond coupons are 
an example; in some banks such coupons are accepted by the 
receiving teller for deposit or are paid by the paying teller. 
Coupons not yet due and those with which the bank is not 
familiar are treated as collection items. 

Where the volume of coupons or bonds presented for collec- 
tion or payment justifies the expense, a special department or 
a section of the collection department is established to handle 
coupons and bonds exclusively. The work of this department 
or division is discussed in Chapter VI. 

Most departments in a commercial bank handle cash items. 
The receiving teller, the paying teller, the clearings depart- 
ment, and the transit department are all organized upon the 
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basis that items handled by them are those for which imme- 
diate credit is given, and the departmental operations are 
governed accordingly. For example, the clearings department 
operates on a basis of daily completion of work; its records 
are temporary and simple. The collection department, in con- 
trast, is organized to handle items that will not be credited 
until they are actually collected, and it has uncompleted trans- 
actions outstanding continually. Therefore its records arc more 
complicated than those of the clearings department and are 
not temporary in nature. 

The Duties of the Receiving Teller — ^Thc average customer 
has no conception of what is being done at the teller’s window 
to meet his needs and those of the bank. All he realizes is 
that when he has his turn at the window, he hands in his 
deposit ticket and items, perhaps passes the time of day while 
the teller is looking over the deposit, then gets back his pass- 
book or other receipt, and goes on his way. All he sees from 
the outside is the line of customers at the windows making 
deposits and getting receipts for them in a steady and smoothly 
moving line; he docs not realize that the teller is actually 
passing upon each and every deposit before accepting it on 
behalf of the bank. On the other side of the teller’s window is 
the trained teller, rapidly, accurately, and courteously verify- 
ing, diecking, and receipting for the deposits— following a 
well defined and responsible procedure. 

The receiving teller, as the representative of the han\ in 
receiving and receipting for deposits, is constantly in contact 
with the customers of the bank, and the prompt, accurate, and 
courteous manner in which he dispatches his duties creates 
good will and confidence on the part of customers. The duties 
of the receiving teller arc five in number. In many banks each 
teller performs all of them without assistance from other 
individuals or departments. In other instimtions, some of this 
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work is handled by the proof or distribution department in 
order to make the operation of receiving deposits more eco- 
nomical and effective and to enable the teller to attend to 
more customers at the window. The five main duties of the 
receiving teller are: 

1. To verify the amount of the cash and to see that it is 
all genuine money 

2. To see that all items submitted for deposit are actually 
cash items 

3. To see that all items are properly indorsed 

4. To verify the total of the deposit 

5. To issue a receipt for the deposit. 

Without exception, these five duties are performed for 
every deposit, whether large or small and whether made at 
the receiving teller’s window, by mail, by special messenger, 
or in any other way. 

Besides the operation of receiving deposits, the teller must 
charge the cash and items to the other departments that 
handle them further, and his records must balance with those 
of the other departments. 

In order to facilitate the work of the teller, the receiving 
cage is equipped with a drawer for currency, divided into 
sections for ready sorting. A coin machine is also provided, in 
which the teller can place coins and make change as desired 
by pressing the proper keys. 

When a deposit is offered at the window, the first step of 
the teller is to verify the amount of the cash — that is, to see 
that the cash by actual count equals the amount shown on the 
deposit slip. While counting the cash, the teller watches for 
coimterfeit currency or coins, for the law requires that such 
coins or currency be turned over to the government agency 
engaged in the protection of money against fraud. Whoever 
holds the money suffers a loss, since it is illegal to pass <m 
counterfeits to others. If counterfeit money is offered in a 
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deposit, the amount is deducted from the total of the deposit, 
the money is stamped as counterfeit and turned over to the 
Secret Service Division of the Federal Government, and the 
customer is informed of the counterfeit immediately. If the 
counterfeit is not detected at the time the deposit is made, the 
bank suffers the loss, since counterfeit currency or coin, when 
intermingled with other money, cannot be identified with the 
depositor. 

So alert and well trained are tellers that the amount of 
counterfeit money imdetected at the window is very small. 
The teller nevertheless must always be on his guard. Counter- 
feiters seem to work in spurts, concentrating on passing bad 
money in communities on an extensive scale for a short period 
of time, and carelessness on the part of the teller for even a 
brief time may prove costly. 

An exception is made to the rule that currency must be 
proved at the time of deposit if the bank has an arrangement 
with a customer for accepting packaged currency and coin, 
stamped with the name of the depositor. In such a case the 
packaged currency or coin is accepted without verification 
but subject to count and correction later on. This arrangement 
is of benefit to the customer since he does not have to wait at 
the window for verification; it is also advantageous to the 
bank, for the count can be made at times of comparative 
inactivity at the window or by other tellers or departments. 
This arrangement provides for the identification of the money 
until verified by the banhj and the bank’s count is accepted 
by the customer without question. 

The second and third duties of the receiving teller can be 
accomplished by one operation. The teller can determine at a 
glance whether or not an item is a cash item, and by simply 
turning over each item as he goes through the stack, he can 
ascertain whether or not it is properly indorsed. 

Bank customers often use a stamp provided by the bank 
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for indorsing items. The form used is the special indorsement 
mentioned earlier in the chapter; it serves both as an indorse- 
ment and as an identification in the event that the item must 
be traced for any reason. It is a simple matter for the teller, in 
looking over the items, to see that they are stamped or odier- 
wise indorsed. 

Where special instructions are to be followed for deposits 
of certain customers, the receiving teller must have such in- 
structions before him so that he may refer to them readily. 
For example, deposits of branch offices of companies located 
in other cities are often made to the credit of the parent com- 
pany and acknowledgments are made directly to the main 
office. 

The next step in the receiving procedure is the verification 
of the total of the deposit. This operation requires more time 
than any of the others. It is an operation, however, that can 
be done elsewhere, and so various methods are used to assist 
the teller in this duty, even to the extent of passing on the 
work to another individual or department. If the average 
deposit has a small number of items or the peak load of the 
teller is not too concentrated, the teller will be able to prove 
all deposits without assistance and without delay. In small 
banks one teller may perform this duty easily. 

If the practice is followed of having two tellers on duty in 
the receiving teller cage, often one teller will verify the deposit 
totals on an adding machine while the other is on duty at the 
window. A variation of this procedure is the use of an adding 
machine operator just behind the cage; this operator verifies 
the deposits for one or two receiving tellers and assembles the 
figures in the receiving teller’s proof as well. Some other divi- 
sion of the work may be found expedient. In a southern bank, 
for example, the teller proves all deposits with eight or fewer 
items, while deposits with more than eight items are turned 
over to a central proof department for verification of totals. 
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The volume of deposits is usually so heavy in large banks 
and so many of the customers are corporations with numerous 
items in each deposit that the teller does none of the work of 
verifying the totals, this duty being assumed by the interior 
proof or central proof or distribution department (these and 
various other names are used interchangeably to refer to the 
same operation or department). 

Reference has been made to the fact that, in addition to 
receiving deposits, the receiving teller must charge the deposit 
items to the proper departments and balance the day’s work 
with each of them. This is called the receiving teller’s proof. 

Receiving Teller’s Proof — ^In the deposits the receiving 
teller finds cash, checks on his own bank, checks on other 
local banks, checks on out-of-town banks, and miscellaneous 
items, such as coupons. When he has finished his duties in 
connection with them, he routes the cash and items to other 
departments for subsequent disposal. Cash goes to the head 
paying teller; checks on the teller’s own bank (called “us” 
checks) go to the bookkeeping department; checks on other 
local banks, to the clearing house department; checks on out- 
of-town banks, to the transit department; and miscellaneous 
items, to other departments. 

It is a characteristic of the receiving teller function that the 
work is on a daily basis; that is, the cycle of work is com- 
pleted each business day. At the start of the day the teller 
has no carry-over work from the previous day; all he has to 
account for is the cash charged to him by the paying teller. 
This cash is given to the receiving teller for making change 
or for break-up and sorting; often it is charged from the head 
paying teller each morning. If the system used provides for a 
fund which the teller keeps constantly under his control, 
frequent adjustments and check-ups must be made by the 
head paying teller or by the audit department. 
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At the end of the day, the receiving teller turns over to the 
head teller the counter cash he received at the beginning of 
the day, together with the cash he has taken in with the 
deposits. This balance with the head teller may be made 
directly or through the batch or block system (described in the 
following chapter). 


TELLER DATE 

Debits Credits 


Head Paying Teller 



Exchange 



Clearings A.M. 



Clearings P.M. 



New York 



Transit 



Mail Teller 



Country Books 



Bookkeeping A to L 



Bookkeeping M to Z 






Over Short 

i 

1 





Figure 12. Receiving Teller’s Proof 


Besides balancing the cash, the teller balances the deposit 
items with each department. The teller is charged with the 
total amoimt of deposits received, and the totals of all items 
sent to other departments must equal this deposit total. 
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If the block system is not used, each teller accounts for his 
operations directly with each department. The record of these 
transactions is called the receiving teller’s proof, a sample of 
which is shown in Figure 12. If the block system is used, the 
receiving teller balances his cash directly with the paying teller 
through the block verification, and the rest of the balancing is 
done by the proof department. 

Other Receiving Teller Duties — In recent years other duties 
have been assigned to receiving tellers, primarily because of 
the fact that they often are in a position to perform such 
duties better than other individuals or departments. One duty 
is the calculation of float, which is noted on the deposit slip 
by the teller at the time the deposit is accepted. Float is a term 
used to designate the amotmt of the balance of an account 
which is in the process of oillcction (this term will be ex- 
plained in detail in the study of the transit department). 
Another duty is the deduction of exchange charges in those 
cities where such charges arc made. The receiving teller figures 
the exchange, collects it, and makes a separate exchange list 
daily which is balanced with the paying teller at the close of 
business. Other minor duties may be performed, such as ac- 
cepting orders for printed checks for customers, verifying 
balances, and the like. 

Receiving Teller Problems— Tht receiving teller division 
must be organized to maintain maximum efficiency in the 
face of wide fluctuations in volume. From the bank that has 
a lar^ number of accounts with frequent deposits at the 
window to the bank where deposits by the average customer 
arc either less frequent or of larger amounts (or ^th), there 
are innumerable variations that will determine the method 
best suited to handle the work promptly, economically, and 
efficiently. The ideal situation, of course, would be the steady 
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flow of business during banking hours each day, with approxi- 
mately the same number of transactions each business day. 
This is never the case, however. Some banks have fewer pea1{^ 
loads, or exceptionally busy times, than others; but experience 
is the only gage of the variations for any bank, and systems 
and methods must be arranged according to the particular 
problem of the individual bank. 

There are certain hours during the business day when the 
number of deposits made is two or three times as great as at 
other hours. There are some days in the week when the gen- 
eral activity during the entire day is much greater than on 
other days. There are days in the month when each bank has 
to service an increased number of customers. These periods of 
accelerated activity — daily, weekly, or monthly — ^are the peak 
periods, and receiving tellers must be able to serve customers 
as efficiently at these times as in ordinary periods. 

While the banks in any given community tend to experi- 
ence the same peak times, yet it is the customers who deter' 
mine just what constitutes the particular problem of each 
bank, either because the general group of customers differs 
from the groups in other banks or because a few customers 
cause unusual activity on certain days or at certain hours dur- 
ing the day. This situation is one that demands careful con- 
sideration. Although little can be done in the way of regulating 
the time that customers will make deposits, since each natu- 
rally selects the time most convenient to him, it is interesting 
to note that efforts in this direction have had some effect. A 
bank in one of the midwestern cities was able to level off the 
deposit peak by a direct and well planned appeal to its 
customers to make Saturday deposits at an earlier hour than 
they had been in the habit of m^ing them. By this appeal the 
bank was able gradually to spread the Saturday peak over 
two hours instead of one— -a decided operating advantage. 

Perhaps this experience may point the way to the improve- 
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ment of receiving teller operations by demonstrating to cus- 
tomers what a difference it makes in the work of the bank to 
have a steadier flow of deposits during banking hours and 
how much faster a customer can transact his business if this 
is the case. Many customers could no doubt be induced to 
change the time of making their deposits if they could be 
made to realize that it is to their advantage to do so. 

Receiving Teller Systems— There are four main systems 
used in receiving teller divisions. One is the dphabetical 
system, in which each receiving teller or cage receives the 
deposits of customers whose last names begin with letters 
coming in the alphabetical division from “A” to “D,” for 
example. This system is especially eflcctive when the accoimts 
in the various alphabetical divisions have approximately the 
same activity. By the adjustment of alphabetical groups, the 
activity can be spread with approximate equality for each 
receiving teller. 

Another system is the numerical division. This system is 
used almost exclusively in savings banks or savings depart- 
ments. Accounts are numbered and each teller receives de- 
posits from a group of consecutively numbered accounts. This 
numerical system will be explained in more detail in the 
discussion of the savings department. 

Another method is the general cage system. In this system 
a single cage with several windows is used for receiving teller 
work. Deposits are made at any window without regard to 
the alphabetical or other designation of the accounts. Where 
flexibility is highly necessary, this method can be applied satis- 
factorily. Many large banks as well as smaller ones ^d it well 
adapted to their needs. 

The fourth method is the unit teller system. Both receiving 
and paying are done by the same teller for a group of accounts. 
The unit system is widely used in savings banks and savings 
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departments and also in many commercial banks and com- 
mercial departments. If the bank is of moderate size, often 
the unit tellers receive deposits and pay checks for all cus- 
tomers without designation as to groups. In a community of 
10,000 population in the Middle West, one of its two banks 
uses the unit system successfully. The total deposits of this 
bank are $1,782456 of which $1,000,000 represents commercial 
accounts. The receiving and paying are handled at four win- 
dows. The tellers at the first two windows receive and pay on 
commercial accounts. The teller at the fourth window receives 
and pays on savings accoimts. The teller at the third window 
receives and pays on either commercial or savings accounts; 
however, since he has duties to perform in other departments, 
he operates the window only at the busy hours of the day. 

By having one of the regular commercial tellers prove 
deposits and sort and package cash during slack periods, the 
receiving and paying can be handled by one commercial teller. 
As the business increases, two commercial tellers are used; and 
when the rush period comes, the third teller is added. 

While the four systems — ^alphabetical, numerical, general 
cage, and unit teller — ^are all in general use, the possible varia- 
tions to suit particular problems are many. Often a bank 
augments its regular alphabetical system with special cages 
that are used as unit or general cages. 

Another problem in the operating of departments and 
divisions such as the receiving teller division is how to make 
the best use of banking floor space. Many departments, such as 
clearings and transit, can be operated equally well in other 
parts of the bank building, on other floors, without any de- 
crease in effectiveness. 

Night 'Depository Service— la. some communities many 
bank customers find it advisable to keep their places of busi- 
ness open evenings, and the danger of holding receipts of 
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checks and cash until the following morning is a real one. 
To solve this problem, banks provide a service called the 
night depository service. A specially constructed chute is built 
on the outside of the banking quarters, and this chute leads 
directly into a safe within the bank. The chute may be opened 
on the outside only with a key; after the chute is unlocked, a 
cylinder can be rotated and an opening for the deposit 
appears. 

A customer who wishes to use the night depository service 
fills out an application containing an agreement to abide by 
the rules for the use of the service. The customer is then given 
a key to the outside chute and is charged for it. A pouch or 
bag is also charged to the customer. This bag is numbered, 
and a record is made of the customer to whom it is given. 

In making a deposit, the customer lists the items on a de- 
posit slip and totals them in the usual manner. He then places 
the checks, currency, and deposit slip in the bag, seals it, and 
deposits it in the night depository chute, using the key fur- 
nished by the bank to imlock and lock the chute. 

There are two procedures generally followed in handling 
the deposit after it is in the night depository safe. In one pro- 
cedure, double or even triple custody of the safe is provided; 
that is, two or three persons are required to work the com- 
binations. The bags are then taken to a receiving teller or 
special cage, where the teller opens the bag in the presence of 
another teller or clerk, verifies the deposit, puts the cash and 
items through the usual routine, and sends a receipt to the 
customer. In the second procedure, the customer is required 
to come in and open the bag and make the deposit in person, 
after the safe has been opened. 

Some banks provide this night depository service as a con- 
venience, without charge to their customers; others impose a 
moderate roondily fee for its use. 
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Questions Based on Chapter III 

1. What arc the requisites of an order to pay? 

2. What is the most commonly used kind of draft? 

3. Define a negotiable promissory note. Where is it widely used in a 
bank? 

4. Discuss the importance of the Negotiable Instruments Law to the 
operating procedure of a bank. 

5. What arc the two general classifications of deposits used in com- 
mercial banking? 

6. What is a certificate of deposit? 

7. What is the source of authority for corporation accounts? In what 
manner is it obtained by a bank? 

8. What must a bank know in connection with trustee accounts in 
order to be certain of its position? 

9. Explain the purpose of the signature card; the deposit slip. 

10. Distinguish between cash items and collection items. What arc somfi 
of the general characteristics of each? 


Questions for Outside Investigation 

1. What persons arc authorized to accept new accounts for your bank? 

2. Who has charge of the revision of signature cards, resolutions, and 
other authority forms? 

3. Is a new account sheet used in your bank for information purposes? 
or the signature card? or both? 

4. What type of receiving teller system is used in the commercial de- 
partment of your bank? 

5. At what hours and on what days do the receiving tellers in your bank 
experience peak loads? 


Assignment 


I. Using the deposit tickets of your own ban\, make up the deposits 
listed below, correcting errors (if any) by the method used in your ban\. 
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2. Assuming that these are deposits of customers of the Institute 
State Bank, prove the deposits by the batch or block system. 


Smith & Jones $1,026.05 

420.10 

110.04 

40.00 


Total $1,596.19 

R. B. Stone $ 42.43 

10.12 


Total $ 52.55 

R. D. Beckett $ 462.10 

410.04 

105.05 

Total $ 977.19 

J. J. Schroeder, Inc..$ 27.35 

104.62 
42^1 
689.37 
84.10 


Total $ 947.85 

Hayes & Hayes $ 710.10 

87.78 

IIO.IO 

49.94 

Total $ 957.92 


Paradise Theatre... $ ioi.oi 

987-31 


check drawn on a New York City bank 
check drawn on a local bank 
check drawn on the Institute State Bank 
currency 


check on San Francisco 
check on the Institute State Bank 


check on New Orleans 
check on a local bank 
currency 


check on Dallas, Texas 
check on a local bank 
currency 
check on Boston 

check on the Institute State Bank 


check on the Institute State Bank 
check on Milwaukee 
currency 

check on St. Louis 


check on the Institute State Bank 
currency 


Total 


$1,088.32 



CHAPTER IV 


THE RECEIVING FUNCTION AND THE PAYING FUNCTION 
The Purposes of This Chapter; 

1. To explain the operation of the batch (or block) proof system. 

2. To describe the duties and activities of the mail division. 

3. To explain the duties of the paying teller and to describe the steps 
taken in the paying of a check. 

T he receiving operation that requires the most time is the 
verification of the customer’s total as shown on the de- 
posit shp. This verification must be done by actually adding 
all the items, including cash, and proving the total computed 
by the customer. It may be a short and simple operation if the 
number of items on the deposit shp are few. In that case the 
teller can quickly make the verification while the customer is 
at the window and before entering the amoimt in the pass- 
book. If there are few customers in line, the teller, by the use 
of a small adding machine in his cage, can even take time to 
verify the deposits containing a large number of items. 

In many banks, where the volume of deposits is large or 
the deposit activity somewhat imeven, the duty of proving the 
deposit is shifted from the receiving teller to some other indi- 
vidual or department. This arrangement enables the teller to 
attend to a large number of customers at the window, elim- 
inates delays, and reduces the number of receiving windows 
needed. It reduces the amotmt of floor space required, which 
is an important economy. 

Proving the Deposit — A. simple and effective principle is 
used in the verification of deposits. If every one of a group of 
deposits is correct, the sum of all will be correct and the entire 

*39 
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group can be proved simultaneously at a considerable saving 
of time and work. The application of this principle results in 
the so-called batch (or blocJO proof. The department doing 
the work is called the proof (or distribution or central proof) 
department. Another term commonly used is interior proof. 
All these terms, as well as others which may be foimd, refer 
to the same department and the same sort of process. 

In verifying the toted, the teller balances 'the transaction 
between the customer and the ban\. The teller must then 
balance the items and cash comprising the deposit with the 
other departments to which the items are sent for disposition. 
Checks that are drawn on his own bank go to the bookkeep- 
ing department; those on other local banks, to the clearings 
department; those on other towns and cities, to the transit 
department; and the cash, to the head paying teller. 

In the application of the block system, the balancing be- 
tween the receiving teller and the customer and between the 
receiving teller and all the departments is done in one opera^ 
tion. 

The Batch System — ^The simplest operation of the batch 
system is by the use of a proof clerk for each receiving teller 
cage, or one clerk for several cages depending upon the amount 
of work passing through each cage. Using an adding machine, 
the proof clerk lists the amounts of the deposits in one column 
on a large sheet. In separate columns he lists the amoimts of 
cash, checks drawn on his own bank, checks drawn on other 
local banks, and checks drawn on all other banks. If coupons 
or other items are accepted at the receiving window, a mis- 
cellaneous column is also included. Instead of proving across — 
that is, adding cash, “us” checks, clearings, and transits for 
each separate deposit — and then comparing this amount with 
the total given by the customer, the proof clerk adds each 
column, recapitulates the totals, and compares die result with. 
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the total of deposits. If all the deposits are correct, the totals 
will verify that fact. Thus in one operation ten or twenty 
deposits are proved. Moreover, the totals of items sent to the 
several departments are set up by this operation, and these 
totals are used for verification between the receiving teller 
and the departments concerned. 

The typical batch sheet shown in Figure 13 illustrates this 
operation. Instead of having the actual cash passed on to the 
proof clerk or proof department, cash tic\ets are used, each 
one being a memorandum of the cash received in a deposit. 

Some banks use cash boo\s instead of cash tickets. The 
purpose of the cash book is to provide a permanent record of 
the various cash items handled by each teller against which a 
later check can be made whenever necessary. These cash books 
may be posted either in the receiving teller department or by 
the batch department. 

One of the most advantageous features of the batch system 
is its flexibility, ranging from partial or occasional use in rush 
hours to continuous and constant use. The experience of a 
bank located in a town in an agricultural section will serve to 
show how the system may be operated on special occasions to 
excellent advantage. This bank is the only one in the town, 
which is the county scat and has a population of 2,500. It is 
subject to an unusually high peak period on Saturday, and 
while the quarters arc adequate for normal business, no extra 
cages arc available for the peak receiving period. 

Prior to the use of the block system, customers waited in 
line to make deposits on Saturday evening so long that they 
became irritated, and the tellers were so busy that they did 
not have sufficient time to verify the deposits properly. This 
condition naturally resulted in mistakes and differences be- 
tween the bank’s records and those of depositors. Other de- 
partments of the bank also suffered from the additional 
burden placed on the tellers. After the close of banking hours 
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at 9 pan. each Saturday, it was not unusual for the staff to be 
required to work two hours longer. The unfortunate part of 
the whole situation was that during the time the receiving 
tellers were rushed, the workers in other departments experi- 
enced a slack period, waiting for the items to be charged out 
of the receiving cages. 

The modified block system was adopted, and now, on 
Saturday nights, the work of verifying the totals and charging 
the items is delegated to a proof teller established directly 
behind the cages. This procedme is followed only on Saturday 
evenings, for during the rest of the week, the receiving tellers 
have ample time to prove the deposits as they come in. 

As a result of the use of this modified block system, the 
depositors are cared for rapidly and efficiently, other depart- 
ments obtain their work from the receiving tellers steadily, 
and Saturday evening’s business is usually balanced by 9:45. 

In large banks the volume of items deposited justifies the 
organization of a separate department for batch verification. 
In metropolitan banks not only does this department verify 
the receiving tellers’ work; it also makes the charges from 
paying tellers and other divisions or cages that have a sub- 
stantial number of items. 

Central Proof (or Distribution') Whenever 

the volume of items justifies using a group of employees to 
run batdies only, it is more satisfactory to establish a separate 
department than to use individual proof clerks for the several 
cages. This department has several names which arc used in- 
terchangeably, as already noted. By working entirely on the 
proving, sorting, and charging of deposits and items to the 
proper groups or departments (receiving tellers, paying tellers, 
and the transit, clearings, bookkeeping, and other depart- 
ments), the progress of items from customers to final disposi- 
tion is rapidly, steadily, and economically accomplished. 
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The size of the department varies with volume. In a mod- 
erate sized bank, two or three persons can handle the work, 
while in large banks the department is usually so large that 
it is divided into groups, each handling the work of certain 
tellers. 

The distribution department is characterized by accuracy, 
speed, and ability to carry peak loads. It must be able to handle 
a large volume in a short time. In Chicago, for example, the 
time for clearing is 10:30 ajn. on week days. For banks 
located in the downtown financial district, this means that the 
final deadline at the clearings department for including items 
in the daily trade is 10:15 10:20. The banks open for busi- 

ness at 9:00 a.m. There is a rush between this hour and the 
deadline, then a short lull, then another peak, and so on 
through the day. 

Specially developed adding machines are used in most 
proof departments. By the use of these machines, batches of 
items are listed and totaled, and the subtotals are carried for- 
ward to a final section total, thus greatly simplifying the 
department proof. 

A machine devised for this work in recent years deserves 
comment because it indicates the extent to which mechanical 
ingenuity is assisting bank operations. The machine is de- 
scribed in more detail in the chapter on clearings operations; 
hence at this point it is sufl&cient merely to note that by means 
of a revolving drum in the machine, a selective mechanism, 
and adding devices, checks arc listed, totaled, and sorted to 
subdivisions of departments and deposits arc proved in one 
operation. This machine seems to be particularly effective for 
banks with a large volume of items or unusual peak loads. 

The Mail Division — Some individual or department in each 
han\ is charged with the responsibility of properly sorting and 
distributing the incoming mail and of collecting and mailing 
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the outgoing mail. In small banks this work is performed by 
one person, who finds it necessary to devote only a part of 
his time to the work, assisting in various departments at other 
times. In larger institutions the volume of items is so great 
that a special department is required. 

Another task assigned to the mail department is that of 
maintaining a messenger division for the purpose of delivering 
checks and other items, presenting items received by the col- 
lection department, and making the necessary trips to the 
clearing house association and other local banks. More prop- 
erly, and often actually, the mail division should be called the 
mail and messenger division. This division, then, has four 
main duties: 

1. The collection and distribution of incoming mail 

2. The collection and dispatch of outgoing mail 

3. The maintenance of adequate messenger service 

4. The exercise of receiving teller duties when the mail 
deposits are handled by the department. 

Incoming mail is carefully sorted and distributed to the 
various departments and officers of the bank. Mail is picked up 
frequently at the post office in order that the work of other 
departments may not be delayed. Generally, the mail depart- 
ment starts earlier each morning than the other departments 
so that the distribution of mail may be completed before gen- 
eral working hours. 

Outgoing mail is also scheduled. The staff of the depart- 
ment may be divided into groups for handling the different 
classes of mail — ^regular, special delivery, insured, and regis- 
tered. Tlie work of collecting and mailing the outgoing mail 
begins in the early afternoon. Letters are collected at regular 
intervals from officers’ desks and departments; they are 
stamped, sealed, and often delivered to the post office each 
hour until all the day’s mail is out. 

In large banks part of the established routine of the collec- 
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tion of out-of-town checks and other items is the routing, both 
as to collection points and as to train and plane schedules. By 
scheduling outgoing mail to make these connections, a day is 
often saved in the time of collection. The mail department in 
such cases must be prepared to maintain a service to meet these 
arrangements, and often the responsibility for such special 
arrangements is definitely assigned to a member, or members, 
of the department. 

There are many operations which require messenger serv- 
ice. The return of unpaid clearings to the sending bank, the 
presentation of items by the collection department, the delivery 
of statements to customers, the mailing of letters that must 
reach the post office at definite times, and many other similar 
tasks must be performed by the members of the bank’s mes- 
senger force. 

The duties of messengers are assigned by the head of the 
mail division, and often messengers have regular trips or runs 
to make daily. Since the messenger, in his capacity as such, 
is the bank’s representative and since he comes in contact with 
customers of the bank, other business firms and individuals, 
and other banks, the impression created by his conduct and 
appearance has an importance that is recognized by all pro- 
gressive institutions. A neat appearance, an alert manner, and 
courteous action are expected of him at all times. He must, 
above all, note his instructions carefully, xmderstand them, and 
carry them out precisely. If he has the slightest doubt as to 
the proper procedure in a particular case, he should check with 
his superior to make sure that he is doing the proper thing. 
Many banks start all employees as messengers. 

Whether or not any receiving teller duties are assigned to 
the mail department depends largely upon the number of 
out-of-town commercial or bank accotmts, for such customers 
make deposits by mail habitually. If the number of mail de- 
posits is not large, they are distributed directly to the rcceiv- 



148 THE EECEIVING FUNCTION AND THE PAYING FUNCTION 

ing tellers to be handled in the same way as over-the-counter 
deposits. Where the mail deposits are large, the mail division 
is organized to verify and to charge the deposits in the same 
manner as do the receiving tellers. The prompt and accurate 
handling of mail deposits enables the bank to have the items 
ready for the clearings. If the other departments receive the 
items from the mail teller before the counter deposits begin 
to come in, there is a more even and a steadier flow of work. 
Reference to the time schedule of operations reproduced in 
Figure 5, Chapter II, will show that the mail division greatly 
assists the other departments by starting its work early. 

For various reasons, banks located in large centers have a 
great number of accounts of other banks. They also have many 
accounts from out-of-town industries. The deposits to these 
accounts are made almost entirely by mail or by telegraphic 
transfer. In the mail deposits there are always a large number 
of local clearing items; thus it is doubly important for the 
mail tellers to be efficiently organized. 

In recent years various attempts have been made to de- 
crease the rush periods at the receiving windows or to increase 
the bank’s deposits by encouraging banking by mail. Some of 
these attempts have been quite successful. One metropolitan 
institution has developed this service to such an extent that 
over 10% of its daily deposits from local customers are made 
by mail. The bank provides prepared forms and envelopes 
and makes special efforts to render the procedure convenient. 
The taking of this 10% load from the windows had a par- 
ticularly significant effect in this bank, for its deposit growth 
has been so rapid as to tax space, equipment, and personnel. 
Not only has the crowded condition at the receiving windows 
been reduced, but since the mail deposits can be handled at 
earlier hours in the morning and imder more favorable cir- 
cumstances, the bank finds that the change has been satis- 
factory and profitable from an operating standpoint. 
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Mail Division Organization — ^The mail work can be han- 
dled in most banks with a small or part-time force, the clerks 
working on the incoming and outgoing mail when they can 
be spared from their duties in other departments. Often an 
hour or so a day is sufEcient for the incoming mail to be sorted 
and distributed and for the outgoing mail to be collected and 
mailed. If that is the case, one clerk will start sorting before 
banking hours each day and will distribute the mail early in 
the morning; he will then gather and mail the outgoing mail 
in the afternoon. 

In other institutions one or more full-time clerks are re- 
quired for the mail work. This is particularly true if there 
are registered or special delivery mail problems. In one bank 
studied, the person designated as mail clerk was found to be 
kept busy handling nothing but incoming and outgoing mail. 
From 8:oo to 9:30 ajn. he is engaged in sorting and distribut- 
ing mail; from 9:30 to 11:30 he is engaged in proving mail 
deposits, sorting and distributing the late in-mail, and collect- 
ing the first out-mail. His lunch hour is from 11:30 to 12:30. 
At 12:30 he starts collecting and mailing the out-mail, includ- 
ing registered and special delivery, and he makes the last 
pick-up at 3:30 p.m. After that time mail is handled by the 
transit clerk. 

To give the student some realization of the task that con- 
fronts the mail department of a city bank, the following out- 
line of the work of the mail department in a large bank is 
given. 

This department starts work at 6:30 aan., when a force of 
twenty men report for incoming mail work. All mail is first 
sorted; mail designated on the envelope for delivery to a par- 
ticular department or individual is distributed imopened, 
while all mail addressed generally to the bank is opened and 
sorted. Whenever the contents of a piece of mail furnishes 
no indication as to the department or individual for whom it 
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is intended, it is sent around the bank by messenger until the 
proper department or individual is located. 

By 8:00 ajn. there is sufficient work to require a force of 
eighty persons. This force proves deposits by the batch sys- 
tem; it is assisted by the twenty clerks from the early shift and 
by twenty machine operators for a peak period from 8:00 ajn. 
to io;i5 a.m., the deadline for local clearings. After this hour 
about one-fourth of the force is shifted to other departments. 

The early shift is through work at 2:00 p.m. and the regu- 
lar force handles the outgoing mail. A special cage is main- 
tained in the mail department for receiving and sending 
registered and special delivery mail. 

The activities of one section, the deposit proof division, 
indicate the scope of this department. Over a period of a 
year, this division handled a daily average of 1,946 credits and 
37,663 debits. 

Mail Department Equipment — ^The equipment of the mail 
department varies according to the volume of mail, the volume 
of items handled in mail teller work, the peak periods, and 
the amount of registered and special delivery mail. 

If the department proves mail deposits, the supply of sort- 
ing racks and adding machine equipment must be adequate. 
A cage must be provided for registered and special delivery 
mail. In some banks where the number of registered pieces is 
small, the paying teller may do the work. An ordinary volume 
of mail can be sealed and stamped by hand. A larger volume 
may demand, for efficient operation, the use of a machine, 
or machines, for the sealing of envelopes. In addition, a 
metered system of stamping postage is frequently used. By 
imprinting on the envelope the amount of the postage and 
the number of the user of the machine, this metered postage 
machine has the double advantage of doing away with the 
handling of stamps and of providing an accurate postage 
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check through the meter total. Where a large volume of 
mail must be handled at some period during the day, the 
rapidity and ease with which the metered system works is 
very evident. ' 


The Paying Function 

The Paying Teller Department — ^The paying teller depart- 
ment has two main duties: (i) to act as custodian of the cash 
kept on the bankas premises (under direction of the head pay- 
ing teller); (2) to be responsible for the proper cashing of 
checks presented at the window. In some banks the paying 
teller also “pays” checks presented through the clearings. Pay- 
ing tellers are selected for their experience, knowledge, and 
accuracy, for after the checks are cashed the tellers have much 
less opportunity to correct errors than do the workers in other 
bank operations. If an error in a deposit is not detected by the 
receiving teller at the time the deposit is made, it is often 
corrected through the operation of Ae batch or block system, 
or it may be found by other verification activities. After a 
check is paid, however, it is almost impossible to locate an 
error. 

At the end of the day the paying teller balances what he 
has left in the way of currency and coin against what he had 
at the start, plus any additional money received and less pay- 
ments made. If his cash proves and he has previously balanced 
with the various departments to which the items have been 
sent after being paid, he is sure that all transactions have been 
accurately performed. If, however, his cash does not prove 
at the end of the day and he has to check his transactions over 
again, it is difficult to ascertain just where or in what trans- 
action the error was made. 

Protection of the Cash— The head paying teller, as cus- 
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todian of the cash on hand, has the problem of accounting 
for the cash and also the problem of so adjusting the work 
and operations as to min imiz e the threat of robbery. In meet- 
ing this problem he is assisted in eve^ possible way by me- 
chanical aids, for no well managed bank neglects to provide 
(within reason) alarms, safety devices, and the like which will 
protect the cash and prevent exposing the paying teller or 
others to imdue danger. 

First in importance is the vault equipment. Modern vaults 
are both burglarproof and proof against danger from fire, 
flood, or other catastrophe. The vault door with its time lock 
control, the inner compartments fitted with combination 
locks, and the wired alarm system that operates whenever 
the vault is tampered with provide physical protection from 
the time the cash is put away until the next business day when 
the vault is opened. Moderate sized banks find that a good 
vault, with wired alarm and a night watchman, provides suffi- 
cient protection for out-of-banking hours. Larger banks em- 
ploy outside watch systems in addition to their own force, 
and these extra watchmen check at regular intervals to see 
that all is well. 

The protection of cash in vaults during the hours when the 
cash is locked in is not a difficult problem; it becomes a ques- 
tion of efficient equipment and alarms. The chief problem is 
during the day when the main vault is open, when the work- 
ing cash of the bank is distributed to various cages, and when 
customers and others are passing through the bank lobby. It 
is then that the criminal is most likely to attempt a hold-up. 

There are a number of ways in which this danger from 
daylight banditry can be minimized. Vault equipment with 
additional safes under time locks may be used for currency; 
as the time elapses the locks are reset if the currency in the 
particular safe is not needed. Tear gas guns, bulletproof glass 
at tellers’ windows, alarms conveniendy located in cages, all 
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aid in stopping raids. Space docs not permit of an explanation 
of the many useful devices for the protection of cash; so many 
kinds of devices are available that a selection can be made to 
fit any situation. The insurance against loss by robbery that is 
habitually carried by banks is costly under the most favorable 
circumstances, but insurance companies charge higher pre- 
miums if the means used to protect the cash arc inadequate. 

The head paying teller can do much to minimize the possi- 
bility of losses by the manner in which he supplies cash to 
other tellers and departments. By seeing that each teller has a 
sufficient amoimt but no more than necessary in his cage, 
the head teller can keep the amount outside the vault at a 
reasonable figure, providing additional cash during the day 
as needed or taking back excess cash from tellers and depart- 
ments. By thus regulating the amount of currency in the vari- 
ous cages, the paying teller keeps close and competent control 
of the bank’s cash. 

From the standpoint of internal control, it is customary 
for more than one person to be present at the opening and 
closing of vaults or safes, often the head payer and a member 
of the auditing department. By dual control — ^that is, the use 
of two men who have knowledge of combinations — a better 
protection is afforded than is possible with only one custodian. 
From the head payer’s standpoint this is advantageous, for 
he has a verification at the opening and closing of the vaults 
that everything is in proper order. 

"Protective Wor\ of State and County Associations — ^Much 
credit is due to state, county, and other bankers associations 
for their work against bank robbery and fraud. The limita- 
tions of regular local police and the mobility of robbers be- 
cause of fast cars and excellent roads combine to handicap 
the banker in a small or moderate sized community. The 
forays of robbers became so prevalent in some parts of the 
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country at one tinie that insurance rates became prohibitive. 
Led by local and state associations, a fight was waged upon 
these bandits, mainly through the cooperation of local citizens 
in trained vigilante groups, through the spreading of alarms 
by telephone, and through the blockade of roads with the co- 
operation of agencies in other towns and coimties. 

In some states, a state police force is established, and recent 
legislation by Congress has widened the operation of federal 
law-enforcing agencies. Members of the Federal Reserve Sys- 
tem and of the Federal Deposit Insurance Corporation come 
under the wing of federal protection, and the offender against 
these banks has not only the local and state agencies to combat 
but the national as well. 

The bankers associations also broadcast information on 
frauds that are attempted and descriptions of criminals operat- 
ing in their territory. Through the combined efforts of banks 
in posting rewards for the capture and conviction of these 
cr imin als and through the cooperation of association members 
in presenting evidence at trials, the losses from both robbery 
and fraud have been greatly reduced. 

Currency Through the service of banks in connec- 

tion with currency and coin, many conveniences not dupli- 
cated by other institutions are offered to the public at large. 
New currency is put into circulation and old, mutilated, re- 
tired, or counterfeit money is retired from circulation through 
the banks. By the diligence of ban\ tellers, an important chec\ 
is placed upon counterfeit money, for banks are always in- 
formed of counterfeit money in circulation and are on the 
alert to detect it. 

The Ban1(s Cash — ^Any bank that is a member of the 
Federal Reserve System is required to carry its entire legal 
reserve in the form of a collected balance with the Federal 
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Reserve bank of its district; therefore, the money which a 
member bank has on hand in its vaults or cash drawers for the 
cashing of checks, making up payrolls, and the like cannot 
be counted as legal reserve. An adequate amoimt of currency 
and coins of proper denominations must be on hand at all 
times to meet the requirements of customers, and the decision 
as to the amoimts and denominations required must depend 
largely upon the knowledge and experience of the head pay- 
ing teller. The needs of customers vary widely, and to meet 
them the head payer must consider also the location of the 
bank and its accessibility to funds from correspondent and 
Federal Reserve banks. 

In a city where a Federal Reserve bank or branch is 
located, a member can obtain currency in the proper denomi- 
nations, as needed, by drawing upon its balance. If a bank 
is located at some distance from its Federal Reserve bank or 
branch, the time element becomes important. Currency ship- 
ments are constandy being made both between banks and 
between banks and customers, and the time required for these 
transfers of actual currency and coin must be given considera- 
tion so that the supply will at all times be neither inadequate 
nor excessive. If the cash on hand is frequently inadequate, 
inconvenience and sometimes the expense of emergency cur- 
rency shipments will result. On the other hand, banks do not 
like to have too large an amount of cash on hand, since the 
additional insurance premiums covering its protection against 
loss from bank robbery may run into a considerable sum of 
money. 

The amoimt of cash kept on hand for ordinary daily pur- 
poses is called the wording fund. In many banks this fund is 
under the control of the head paying teller, who charges out 
to the other tellers each morning the amounts needed for 
change or for payment purposes. During the day, if necessary, 
he supplies them with additional funds or has excess returned. 
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Each teller should have sufficient currency for customers’ 
needs, but excessive amounts in the cage especially during 
banking hours should be avoided. All cash is returned to the 
head paying teller each night. Receiving tellers turn in the 
currency and coins deposited, the collection department turns 
in the cash received from its collections, the loan and discount 
department turns in the cash payments of interest and princi- 
pal on notes, and so on. 

Besides the working fund, additional cash is kept in the 
vaults for unusual requests or unanticipated demands. This is 
known as the vault cash; it is packaged and sealed and rarely 
handled except when examinations are made to verify the 
amount. So rarely is this fund disturbed that it is often under 
dual control — ^usually the head paying teller and the auditor 
— ^and changes in the vault cash often must be officially 
approved. For accounting purposes, a separate control account 
for the vault cash is carried on the general books. 

The Handling of Money — ^To facilitate handling, currency 
and coins are packaged in convenient standard amounts. Cur- 
rency is packed in btmdles of various amotmts from |ioo up, 
and each bundle is kept together with a heavy paper strap 
upon which is printed the amount and the denomination con- 
tained in the package. This strap also bears the initials of the 
teller who actually counted and placed the money in the 
package, so that if there is any error, it can be traced back to 
the person responsible. To be readily accessible, these packages 
arc generally stacked in compartments or racks. 

The various coin denominations (cents, nickels, dimes, 
quarters, and half dollars) arc wrapped in rolls of heavy 
manila paper in standard amounts, and each roll is stamped 
or initialed by die teller putting up the package. A change 
machine is used for odd amounts of coins. This machine de- 
livers the desired amount when the proper keys arc depressed. 
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A drawer divided into compartments for various denomina- 
tions is used for loose currency. 

In cashing a check for $204.52, for instance, a customer 
might request fioo in $10 bills, $100 in $5 bills, and the balance 
in currency and change. To make this amount, the paying 
teller would use a package of $100 in $io’s, $100 in $5’s, $4 
from the currency drawer, and the balance from the coin 
changer. 

The Proving and Packaging of Money — ^The work of 
counting, sorting, and packaging currency and coins is ordi- 
narily done entirely by the paying tellers. Occasionally, how- 
ever, the receiving tellers and others may assist in the work. 
If a large volume of currency is handled, a separate cage or 
division, called a currency cage, is established. The work of 
this division is devoted entirely to verifying, packaging, and 
otherwise handling currency. Automatic counting and packag- 
ing machines and other devices are used. 

Since the care and attention required in handling cur- 
rency is costly, banks make service charges to customers for 
handling currency in great quantities. Currency for payrolls, 
shipments to correspondents, and other requests of a s imil ar 
nature must be handled without interference with the daily 
routine. In order that the bank may make adequate charge 
for the extra work, the head paying teller calculates the cost 
involved in handling deposits composed chiefly of cash — such 
as those of a bus company which deposits a large amount 
of coins daily. 

Currency Services of Federal Reserve Ban^s—WhUe the 
banks service the currency needs of the country, directly or 
indirectly they depend upon the facilities of the Federal Re- 
serve banks and branches for currency and coins and for the 
retirement of mutilated currency and lightweight coins. One 
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of the privileges of membership in the Federal Reserve System 
is that of obtaining currency and coin, when needed, from a 
Federal Reserve bank or branch without cost for shipping or 
handling. 

Currency transactions between a member bank and the 
Federal Reserve bank of its district are similar to the relation- 
ship between a bank and its customer. When a customer 
wishes currency, he draws a check against his account and 
cashes it. Similarly, when a member bank wishes currency, 
it draws a draft against its balance at the Federal Reserve bank 
and cashes it. 

When a member bank finds that the currency on hand is 
in excess of its needs, that excess currency is deposited with 
the Federal Reserve bank, just as a commercial customer de- 
posits cash with his bank. 

A member bank also, by telephone or telegraph, authorizes 
the charging of its account and the shipment to it of currency 
of suitable denominations. The cost of shipping currency to 
and from a member bank is defrayed by the Federal Reserve 
bank. 

Without going into detailed statistics, it is interesting to 
note the figures on volume of operations of the Federal Re- 
serve banks and branches, as reported in the Annual Report 
of the Board of Governors of the Federal Reserve System for 
the year 1938. 

In the following table, “pieces” refers to two or more 
handled as a single item. 


Vi umber of Pieces Handled 1^38 

Currency received and counted 2,089,987,000 

Coins received and counted 2,676,248,000 

Amounts Handled 19^8 

Ciurency received and counted $8,883,728,000 

Coins received and counted $ 271,128,000 
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Non-member banks use the Federal Reserve facilities indi- 
rectly, in that a non-member bank calls upon its correspondent 
bank for currency and the correspondent bank, in turn, de- 
pends upon the Federal Reserve bank for its supply. 

Mutilated currency and lightweight coins are sent to the 
Federal Reserve banks for redemption and retirement. 

Some idea of the magnitude of this service may be obtained 
from a consideration of the organization of the coin division 
of one of the Federal Reserve banks. Coin is received from 
member and non-member banks (for credit to member bank 
accounts) ; coin is paid out upon drafts on the Federal Reserve 
bank indorsed by authorized messengers, or coin is paid out 
in exchange for other cash. Such authorized signatures are 
kept on file in the same manner as are authorized signatures 
in a commercial bank. 

The necessary records are kept, orders received by tele- 
phone or wire are verified and filled, and shipments are made 
by a force consisting of (i) a coin teller or supervisor; (2) a 
shipping clerk, who is also assistant to the coin teller; (3) a re- 
ceiving teller; (4) five or six coin counters, depending upon 
the volume handled; (5) a typist; and (6) a part-time teller 
from another department. 

Coins are placed in a circular pan and are fed into a coin 
counting machine. As they go through, a register totals the 
count and a bag attached at the lower part of the machine 
catches the coins. These bags are stamped with the amount 
and denomination of the coins and sealed; they are then ready 
for delivery to member banks. 

In addition to the coin division, there is a complete and 
well manned currency division to meet the requests for 
currency. 

Currency Services of Correspondent Banks located 

in financial centers in the various parts of the country provide 
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currency services to their correspondent banks and to their 
commercial customers for payroll and other purposes. In some 
centers banks find that the currency work — sorting, packag- 
ing, providing payroll funds, shipments of currency, and the 
like — can all be done by a special paying teller. In one bank, 
for example, the special paying teller handles all these requests, 
in addition to accepting large deposits which include only 
currency. 

In another bank in a large center, a special currency depart- 
ment consisting of five tellers is maintained. Currency and 
coin come to the department from three soilrces: 

1. Receiving and paying tellers, for coimting, sorting, and 
packaging 

2. Out-of-town banks and commercial customers by regis- 
tered mail or express 

3. Delivery at the window by armored car transport repre- 
sentatives or by special messengers of customers. 

All requests for currency of sizable amounts are filled by 
this department, whether for local or for out-of-town use. 
Local deliveries are made at the window to customers’ author- 
ized representatives (whose signatures are on file in the cage) 
and to the representatives of armored car companies also under 
specific authorization. 

Out-of-town shipments are made by mail or express and 
are insured. Each shipment is dually verified, one teller mak- 
ing up the shipment and the other checking it, and both are 
present when it is sealed in the bag for shipment. 

Exclusive of tellers proving, about $25,000 in coins and 
$50,000 in currency arc handled daily. A regular schedule of 
charges for the service is in effect, and expenses are added. 

'Paying a Chec \ — ^In paying a check presented at the win- 
dow, the paying teller is governed by two major considera- 
tions. If the check is good and the party presenting it is prop- 
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erly identified, it should be paid; non-payment is a reflection 
on a customer’s credit, and may render the bank liable for 
damages. If the check is not good for any reason or if the 
party presenting it is not identified to the bank’s satisfaction, 
the check should not be paid; money once paid is difficult to 
recover, and if it has been paid improperly, the bank will 
suffer the loss. 

In determining whether or not to pay a check, the paying 
teller is guided by the following conditions: 

1. The customer must have a collected balance sufficient to 
cover the check. 

2. The check must not be altered in any way. 

3. The signature must be genuine and authorized. 

4. The check may not be post-dated or have a “stale” date. 

5. There must be no “hold” on the account by reason of 
attachment, bankruptcy of the maker of the check, or death 
of the maker. 

6. There must be no stop-payment in effect. 

7. The party to whom the money is being paid must be 
the proper party. 

Sufficient Collected Balance — The customer must have a 
sufficient collected balance to pay the chec\. In the relation- 
ship between the customer and the bank, each is held to cer- 
tain responsibilides and duties. Among them, the customer 
agrees always to have a balance sufficient to meet all orders 
drawn by him against the account, and the balance must be 
in the form of available funds — ^those actually collected by 
the bank. If the check presented exceeds the collected funds 
(but not the total balance), it is said to be drawn against un- 
collected funds and may be returned unpaid for that reason. 
If a check is paid in excess of the balance, the deficiency So 
created is called an overdraft. Overdrafts require special atten- 
tion and sometimes result in losses; they are disliked by banks 
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not only for these reasons but also because they are in e£Fect 
unauthorized loans, not drawing interest, and are a violation 
of the customer’s responsibility to provide sufficient funds. 
Bank examiners scrutinize the overdraft list and criticize any 
institution if overdrafts are large or if overdrafts of any cus- 
tomer are allowed too frequendy. Banks follow the rule that 
overdrafts will be permitted only in exceptional cases, such as 
an overdraft on one account where other funds in excess of 
the amount are controlled by the same party. Some banks 
penalize overdrafts by making a charge. All banks make their 
position regarding overdrafts perfeedy plain to their customers. 
So effective has been this control that today overdrafts are few 
in number and small in amount. 

Generally, the paying teller has no option in the matter of 
payment. If there are sufficient collected funds and all other 
requirements are satisfactory, the check is paid; otherwise pay- 
ment is refused. The one exception to this rule is that if the 
bank is familiar with the outstanding items, the customer may 
be permitted to draw against uncollected funds, but only with 
the approval of some designated officer, or officers, of the bank. 

Alterations — The check, must not be altered in any way. 
Another responsibility of the bank is that of paying the check 
only according to the terms established by the maker as to 
amount, date, and payee. Any change in the check is an altera- 
tion of the customer’s order, and the bank is presumed to 
discover the alteration and refuse payment. The most common 
alteration attempted by criminals is that of increasing the 
amount of the check, which is called raising the check. A 
check for $io, for example, might be raised to $iio by the 
addition of a figure and additional writing in the space where 
the amount is written out. 

Changing the name of the payee is a common form of 
forgery. Usually a criminal takes ffie precaution of establish- 
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ing a name among merchants or others and by using this 
name is able to cash the check of a well known company if 
the change from the name of the original payee is not dis- 
covered. 

Even the date may be changed, if for some reason it pre- 
vents the cashing of the check. In one case where such a fraud 
was attempted, a stop-payment had been issued against a 
pay-check which had been reported as lost. The stop-payment 
identified the check by date and amount. The person perpe- 
trating the fraud changed the date to a week later and then 
attempted to cash the check by representing it to be for the 
current week’s wages. In some cases the rule of responsibility 
for detecting alterations seems unfair to the bank, for many 
people are careless in writing checks and make alteration easy 
to accomplish and difficult to detect. 

A check should be written in ink, and spaces which are 
left after the listing of amounts should be filled in by a wavy 
line. With a little care and attention given to the spacing 
of amounts so that they fit into position, a customer can assist 
the bank in protecting his account. There may be instances 
in which a customer is so lax that the bank may use this 
negligence as a legal defense; but as a rule the burden of 
proof rests on the bank. 

Banks impress upon their customers the importance of 
filling out checks in ink, to eliminate, as far as possible, the 
temptation for alteration. Many banks have also adopted the 
use of safety paper for checks. This paper is so treated that it 
shows up attempts to change or alter the writing by the use 
of chemicals or erasures. While more expensive than ordinary 
paper, it affords considerable protection. 

Banks were among the first organizations to make use of 
check protectors, which, by stamping the amount desired in 
ink and at the same time either perforating or roughening 
the check, make alterations or erasures extremely difficult. 
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These devices have also been adopted by many business 
concerns and their use is constantly increasing. However, 
mechanical devices alone should not be depended upon for 
absolute protection. 

Forgery — The signature must be genuine and authorized. 
The bank uses the specimen signature of a customer for check- 
ing the genuineness of any order issued by him. The authority 
obtained from each customer also designates those who may 
sign on the account — that is, those whose signatures are au- 
thority for the bank in connection with that customer’s funds. 
Both of these responsibilities must be met. In actual practice, 
unauthorized signatures do not present much of a problem 
and, if encovmtered, will usually prove to be a mistake on the 
part of officers of corporations who erroneously think they 
have authority to sign. 

The responsibility for determining the genuineness of a 
signature is a very real one, inasmuch as the imitation of true 
signatures for the purpose of fraud is a widespread activity of 
criminals. If the bank pays funds upon a forged signature, it 
must stand the loss. Insurance is often carried for the bank’s 
protection against loss of this kind. 

The ingenuity of forgers is a constant source of loss to 
banks, but through the careful training of tellers, the dissemi- 
nation of information by bankers associations on the activities 
of known criminals, and the cooperation of banks in the arrest 
and conviction of forgers, the losses from this source may be 
decreased. 

The study of handwriting is an art, if not a science, and 
there are many persons who can identify the writing of an 
individual even when that individual attempts to disguise it. 
By constant study of signatures, a teller becomes familiar with 
a large number; he is able to recognize the peculiarities in any 
signature and becomes so adept that tampering with the hand- 
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writing is detected instantly even when the fraud is so well 
done that the customer himself may be deceived. It occasion- 
ally happens that when a signature is questioned by a paying 
teller and referred to the customer, the customer is obliged to 
consult his records in order to discover whether the signature 
is his own or a forgery. 

Specimen signatures are filed in each teller’s cage for all 
customers whose signatures he may be called upon to verify. 
As explained in Chapter III, new specimen signatures are 
obtained at intervals in order that the teller may have current 
specimens on file. The teller knows most of the signatures that 
he is called upon to verify without consulting the signature 
file. Any signature with which he is not familiar is compared 
with the specimen, and if he is not satisfied that it is unques- 
tionably genuine, he makes further inquiry, often by verifying 
the issuance of the check with the maker. 

Stale or Post-Dated Chec\ — The chec\ may not be post- 
dated or have a stale date. The holder of a check is obligated 
to present it for payment within a reasonable time. If a check 
bearing a date three to six months old is presented for pay- 
ment, it is investigated to sec that payment is still the wish 
of the customer. Often it is not paid until approved by the 
customer. Each bank has in effect a time limit beyond which 
checks arc considered stale; this limi t may be ninety days or 
six months from the date of issue of the check. 

A check dated in the future is not an effective order on 
the bank and does not become so until the date is reached. 
Such a check is said to be post-dated, and payment must be 
refused. 

Bankruptcy, Death of the Mailer, Attachment, and Other 
Holds — There must be no "hold" on the account by reason of 
attachment, bankruptcy of the maker of the check, or death 
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of the mak^. The relationship between a customer and the 
bank may be terminated by action of law, as in the case of 
bankruptcy or attachment, and the bank is stopped by such 
legal action from recognizing the authority of the customer 
on the account. In the case of an attachment, the court be- 
comes the sole authority until it releases the attachment. 

In individual accounts, the death of the drawer of a check 
immediately revokes all outstanding checks that have been 
signed by him. Therefore they are not paid if presented to the 
bank. State laws vary somewhat in regard to these matters and 
must be taken into consideration. 

Stop-Payment — There must be no stop-payment in effect. 
Every customer has the right to revoke any check issued by 
him at any time before it is paid. If he properly notifies the 
bank of his desire to have an order revoked, the bank is then 
bound to see that it is not paid. This notification is called 
a stop-payment order (see Figure 14). 

To avoid liability by refusing to pay such an item, a bank 
requires that the order to stop payment be in writing and 
signed by the customer. Occasionally a telephone request for 
stop-payment is accepted if the customer is well known and 
properly identified. When this is the case, a written verification 
of the stop-payment order must be furnished immediately. 

If a bank pays a check after it has received a stop-payment 
notice, it must collect from the party, or parties, to whom the 
money has been paid, which is sometimes difiBcult. 

Watching stop-payment orders is not a hard task, for they 
are not numerous and older ones are checked in connection 
with stale-dated checks. 

An officer or department head is designated to receive 
stop-payment orders; duplicates are made and sent to the 
bookkeeping and paying teller departments, where they arc 
kept in a reference file. For further convenience, the paying 
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teller may post an up-to-date list of all stop-payments against 
accounts in his division. 


STOP-PAYMENT REQUEST 

19. 


To X BANK AND TRUST COMPANY 
New York, N, Y. 

Please stop pajrment on No 

dated for $ in 

favor of 

In requesting you to stop pa3rinent of this or any other item, the undersigned 
agrees to hold you harmless for all expenses and costs incurred by you on accoimt 
of refusing payment of said item and further agrees not to hold you liable on account 
of payment contrary to this request if same occur through inadvertence, accident, 
or oversight, or if by reason of such pa3nnent other items drawn by the imdersigned 
are returned insufficient. 

This request is eflFective for 30* days, but renewals may be made from time to time. 

No stop payment request, renewal, or revocation thereof heretofore or hereafter 
given shall be valid if oral or unless served at the bank. 

Reasons for wishing payment stopped: 


Date stopped: Hour stopped: 

(Signature of Depositor) 

• Insert 30, 60, or go days or any period of time desired. 

Figure 14. Stop-Payment Form 


Identification — The party to whom the money is being paid 
must be the proper party. A bank is under no obligation to 
pay a check untU and unless it is satisfied with the identifica- 
tion of the indorser and his right to the check. In most in- 
stances, checks are presented for payment by customers or 
others who are well known to the teller. When this is not the 
case, the party presenting the check may be able to identify 
himself by means of papers in his possession, but the paying 
teller must be certain that these papers are bona fide. Many 
companies and organizations supply their representatives with 
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identification cards to assist them in cashing salary checks and 
expense checks, or else they file with the bank the signatures 
of employees. In other cases the company or individual guar- 
antees the signature of the indorser. 

Sometimes checks drawn on other banks are cashed by 
the paying teller, usually because of the good standing of the 
indorser, for there is no way to check the other points before 
cashing such an order. 

Most banks have definite rules to guide the teller. He may 
be instructed to refer to some designated officer, or officers, 
matters of identification or requests to cash checks on other 
banks. The officer indicates his approval by initialing the 
check and adding some code notation. In many banks the 
tellers* cages are so near the officers’ quarters that no extra 
precautions are needed to prevent forgery of these approvals 
by evildoers. In banks where the tellers are not in the line of 
vision of the officers, it is customary for the approving officer 
to send an item back to the teller’s window by a guard or 
himself to accompany the party whose check has been ap- 
proved. Sometimes the location of the bank and the nature 
of the items for which approval is sought determine whether 
any precautions other than the approval of the check by an 
officer’s initials and a suitable code will be required. 

Special Payer — In order that regular customers may be 
taken care of prompdy and efficiently, it is often advisable 
to set up a cage for a special payer who deals only with cus- 
tomers that carry large accounts or with those needing special 
attention. Such a teller handles payroll requests, large cur- 
rency deposits, and currency shipments. When shipments of 
money arc made, this teller prepares them and cither de- 
livers the shipments at the window to authorized express or 
money transfer companies or sends them out by express or 
registered mail. 
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Unit Teller System — Before considering the organization 
of the paying teller divisions, the work of the unit teller sys- 
tem should be thoroughly understood, particularly since t^ 
arrangement has been found suitable for both large and small 
banks. In the unit teller system, both paying and receiving are 
done in the same cage for a certain group of accounts, whether 
selected alphabetically or by number. At the end of the day 
the teller usually carries over his remaining cash, reporting 
the amount only to the proof department; from the records of 
this department the auditor, in combination with the head 
teller, obtains a proof of all cash. 

Under the unit system the teller becomes familiar with the 
accounts in the group assigned to him, and where the deposit- 
ing and the cashing of checks by customers are fairly regular, 
the work can be done more efficiendy by such a teller. Cus- 
tomers or their representatives often have deposits to make and 
checks to cash at the same time, and it is an advantage to 
have both of these operations handled by one teller rather than 
by two tellers at different cages. 

Paying Teller Organization — ^Paying teller divisions arc set 
up, and these divisions have arrangements similar to those of 
the receiving teller divisions as to the alphabetical handling of 
accounts, the unit system of paying and receiving on a group 
of accounts, and the system of using two or three paying cages 
to take care of all accounts. 

Department Operations — K description of the paying teller 
division of a large bank will illustrate the set-up. In this bank 
the vault cash is under the joint custody of the auditing de- 
partment and the head paying teller. The working cash is 
subject to the head paying teller’s control. Any changes made 
in the vault cash must be reported to the cashier by die audit- 
ing department. 
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There are six paying teller cages, and each handles an 
alphabetical group of accounts— A to C, D to G, and so forth- 
At the begiiming of each day, the head paying teller, from the 
working fund, charges out to each cage the cash that is to be 
used for the purpose of paying checks. At the end of the day, 
all cash is turned in to the head paying teller. (In many banks 
the tellers carry forward their own cash from day to day, 
turning over to the head teller only excess amoimts.) During 
the day, if necessary, he makes additional charges to the pay- 
ing tellers. The cash returned at the end of the day, plus 
checks cashed, is balanced against the cash charged to each 
pa3dng teller’s cage in the morning and during the day. 

Proving Currency — In this bank, as in many large banks, 
there is a separate currency cage or department. Each morning 
this department counts, sorts, packages, and proves all the 
currency that has been checked into the head paying teller’s 
custody the night before from the paying teller cages and other 
cages or departments. The currency cage also has charge of 
the shipments of currency to customers. These currency ship- 
ments are assembled by one teller and proved by another; 
they are packaged and sealed in the presence of both tellers 
and are then sent out by registered mail or express. 

The currency cage handles all other special requests from 
customers, including regular payrolls. Special deposits con- 
sisting almost entirely of cash, such as those of a local bus 
company, arc received by this cage. 

Equipment— pAch paying teller’s cage is provided with 
specid drawers divided into compartments for the storage of 
the various denominations of currency. It is also supplied with 
a edn changer and with coins in rolls of standard size. Pack- 
aged cash is kept in racks, divided into equal amounts of the 
same denomination. 
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In each cage is posted a list of all stop-payments in effect 
against the accounts handled by that cage. Duphcate signatures 
in the form of photograph copies of the original signature 
cards are kept in visible record cabinets. 

Communication ■with the bookkeeping department to verify 
balances, holds, and so on is made by means of a pneumatic 
tube system. Requests are written by the paying teller on a 
special memorandum slip and are sent through the tube to 
the bookkeeping department. The ledgers are consulted and 
the correct information is entered on the slip, which is then 
returned to the paying teller by the pneumatic mbe. By the 
use of this system, the paying teller can take care of other 
customers at the window while awaiting verification of pre- 
vious requests. (Later in the chapter other methods of com- 
munication, such as telautographs and intercommimicating 
telephones, will be explained.) 

Other Departments — Counter change for other depart- 
ments (such as coupon, collection, loan and discount) is 
provided by the head paying teller. Each morning the require- 
ments of each of these departments are charged out to them, 
and each evening their cash is balanced and returned to the 
head paying teller. Thus there is a complete count and verifi- 
cation of all working funds every day, and a complete balanc- 
ing of the cash of every department with the head paying 
teller. 

Paying Teller Division in a Moderate Sized Ban \ — In a 
moderate sized bank it is not necessary to have a separate 
currency cage, since the work of proving currency is done by 
the paying tellers, sometimes with the assistance of the receiv- 
ing tellers at quiet times during the day. Payrolls are made up 
by the paying tellers for customers in their division. Shipments 
of currency and special requests are handled by the head pay- 
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ing teller and his assistant. In other ways the operations of 
such a division are similar to those of the large bank already 
described. The head paying teller is custodian of the cash; he 
charges currency out to the paying tellers and to the other 
departments each morning and charges it in and balances it 
each night. 

faying Teller Division in a Small This division 

consists of one cage with two tellers assigned to it. They handle 
all payroll and other currency requests and shipments, cash 
all checks, sometimes pay savings withdrawals, issue cashier’s 
checks and drafts, and prove all currency. In a larger bank, 
each paying teller balances his work, and a recapitulation is 
taken for the total paying teller division proof. In a small 
bank, however, the balancing of the work is the total proof 
not only of paying teller activities but also of cashier’s checks 
and drafts, both issued and paid, since they are included in 
the proof sheet. 

Certification — ^In many business transactions, the obligation 
of a bank is required instead of the obligation of the cus- 
tomer. In bids for construction work, for example, a small 
percentage of the total bid must be deposited to insure good 
faith, this pledge being in the form of a bank obligation. In 
transactions between security houses, the payments for secu- 
rities are generally made by bank obligations. 

These obligations are usually in the form of cashier’s 
checks, which are orders of the bank on itself, or bank drafts, 
which are orders on one of the bank’s correspondents. A bank 
obligation may likewise be created by the certification of a 
checL 

While banks are not required to do so, they are usually 
willing to certify customers’ checks as a courtesy to their cus- 
tomers. Certification is accomplished by stamping across the 
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face of the check an acceptance that is worded similarly to the 
following: 


CERTIFIED 

PAYABLE ONLY AS ORIGINALLY DRAWN 
AND WHEN PROPERLY INDORSED 

NAME OF BANK 

Authorized Signature 


The certification statement is signed by the cashier or other 
designated bank oflScer. In accepting or certifying a checks the 
ban\ guarantees the “goodness" of the chec\ and agrees to 
pay the amount to a holder in due course. The check then 
becomes an obligation of the bank; the funds are charged 
against the customer’s account immediately and are trans- 
ferred to the “certified check” account on the general books 
of the bank. The check is paid as far as the customer is con- 
cerned. It is charged to his account, and he has no further 
control over it. For example, it is impossible for him to stop 
payment on it. 

Certification is made by the paying teller, who follows the 
same procedure as when he pays a check except that identifica- 
tion of the party presenting it is not necessary at this time. 
Banking law prohibits the certification of a check when the 
customer’s balance is insufficient, and tellers are most particu- 
lar on this point. Banking laws also regulate certification in 
some states (Pennsylvania, for example) by requiring that the 
bank obtain the customer’s permission or that of his agent 
before making certification. 

In localities where the use of certified checks is extensive, 
the number and amount outstanding often reach substantial 
proportions, and the service rendered the customer by certifi- 
cation is an important one. 
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Special Tellers— Wt have seen that in many banks it is 
customary to use special tellers to handle payroll requests, 
large currency deposits, and shipments of currency. The ad- 
vantage of routing such requests to a special teller is that the 
regular cages are not delayed in their ordinary work by 
requests that require extra time to handle. Special problems 
arise out of the activities of chain stores, filling stations, and 
similar organizations, where the receipts of each unit or branch 
must be accounted for separately from the others. The receipts 
from several filling stations belonging to the same company 
may be deposited separately. In order to handle such deposits 
most effectively, the bank arranges to have them made at a 
special window, and the proving of the deposits and crediting 
to the parent company’s account is done by this special cage. 

Chain stores often make arrangements with bonded trans- 
portation companies to pick up the receipts from the branches 
and deposit them in the bank. These armored car companies 
may make all deposits at the special cage in order that the 
work may be more economically and eflfcctively handled and 
with a minimum of inconvenience to other customers. 

The special cage can be used to advantage by banks of all 
sizes and in all locations, either as a permanent method or as a 
temporary expedient. In a certain community of 10,000 popula- 
tion in the East, the main problem of a special service nature 
is the cashing of payroll checks of the principal business in 
the community. The payroll checks arc presented on Saturday 
evening in large numbers. To meet this situation, one paying 
teller becomes a special teller during this period and devotes 
his entire time to the cashing of these checks, thus making it 
possible for the regular customers to be served without delay 
at the windows of the other tellers. 

Segregation of special requests and designation and train- 
ing of tellers for the work will solve the problem that arises 
when unusual or extensive special services must be given. 
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Applying the Safeguards— The duties involved in the pay- 
ing of a check may appear to be a constant burden on the 
teller, but in actual practice they are performed rapidly and 
easily. The teller, selected for his training and experience, is 
accustomed to consider his responsibilities in the tight of his 
knowledge of the customer or of the account involved. Most 
requests for cashing checks are from customers who are well 
known to him, others are from persons properly identified, 
and so only a relatively few requests require judgment. 

The paying teller is aided in his duties by the bank’s 
policies and its established operating procedure. The strict 
attitude of a bank toward accounts near the borderline of 
sufiScient and not sufficient funds, the careful selection of 
business through the new account procedure, the close coopera- 
tion between the bookkeeping department and the paying 
teller, the assistance of the counter officers in approving or 
disapproving requests, all combine to make the number of 
checks the paying teller must investigate thoroughly few in 
proportion to the total handled. In some banks all checks 
drawn on other banks are paid by a special paying teller. This 
practice eliminates from the regular teller all checks except 
those on his own bank drawn against accounts in his section. 

The Qualifications of a Paying Teller — It is obvious, with- 
out further comment, that the paying teller must be a man of 
unquestioned integrity and honesty, since he is required to 
handle large sums of currency. He should possess a natural 
aptitude for the work. Some persons are exceptionally well 
fitted for the work of paying; others seem to be tempera- 
mentally disqualified. The selection of those best suited for 
the tasks is a responsibility of the personnel manager. 

A primary qualification of a paying teller is accuracy, since 
mistakes in his work are difficult to correct. Speed also is 
essential, for often there are rush periods to be met. 
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Another qualification is the ability to detect alterations or 
forgeries. It is difficult to explain the methods by which paying 
tellers detect such frauds. Some of their ability is the result of 
experience; some of it seems to be due to a natural instinct to 
observe and detect variations at a glance. 

Not only must the paying teller be thoroughly familiar 
with the mechanics of his position, but he must realize, 
through a knowledge of the principles involved, just what the 
consequences of his mistakes or omissions may be. 

Add one more qualification, courtesy, and the sum total 
is an efficient, well rotuided individual. 

How efiective the paying teller can be in his work, how 
rapidly and readily the required tests can be applied in actual 
practice, is shown in the two examples which follow. 

Out of fifty checks presented at the paying teller’s window 
in a bank recently, forty-three were presented by people who 
came to the window regularly and frequently. The teller knew 
these accounts so well that an examination of the checks was 
all that was necessary. One request required reference to the 
stop-payment file, since the drawer of the check had stop- 
payments out against several checks which had been lost. Two 
checks were those of customers whose checks were seldom 
presented at the window, and the balances of these accoimts 
were checked by the teller with the bookkeeping department. 
Two requests required identification of the party, which was 
readily accomplished. Two more were referred to a counter 
officer for identification and approval of the indorser. 

By actual count in another institution, the best trained and 
most experienced paying teller paid 141 checks the day of the 
count, an ordinary day as far as volume was concerned. Only 
one of the accounts involved was checked for sufficient bal- 
ance, two checks required identification, one was referred for 
stop-payment and one for signature, none were referred to 
counter officers, and the rest were cashed without reference. 
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Forms and Equipment— Fe.'w forms arc necessary in the 
paying teller department. The paying teller’s proof is the most 
important, and either combined with it or on a separate sheet 
is the memorandum of checks cashed, called the scratcher. 


AMOUNT 

INDORSER 

KIND OF ITEM 




Teller 


Date 


Figure 15. Scratcher Form 


In receiving teller operations, the indorsement of the checks 
and the deposit slip may be used to trace any item either while 
it is in the bank or after it has been forwarded for payment. 
In the paying teller department some record must be made on 
the checks cashed to identify the teller who cashed them, and 
for his information there must be a readily available record of 
the transaction which is complete enough for him to identify 
the circumstances of the transaction. (See Figure 15.) 
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The identification of the teller who paid the check is made 
simply by the use of a rubber stamp with the symbol or num- 
ber which has been assigned to him or his cage. Upon the 
scratcher sheet kept for his own information he may list the 
amounts, makers, and indorsers of the checks cashed by him. 

A machine which is particularly adaptable for the record- 
ing of a complete description of the items cashed is the 
recordak, which is really a moving picture machine into 
which checks are placed and photographed. The film then 
becomes the record and can be projected when desired, thus 
eliminating the need for cage scratchers and often for teller 
identification. 

Communication between the paying teller and the book- 
keeping department is maintained in several ways. Where 
space permits, the bookkeeping department may be located in 
the rear of the receiving and paying cages. When the tellers 
need to verify the amounts of balances or to obtain other 
information, they note their request on a slip, which is picked 
up immediately by a messenger or bookkeeper and returned 
in a few moments with the correct information. Pneumatic 
tube systems and intercommunicating telephones are used 
when the departments are located at a distance from each 
other. The pneumatic tube system has already been explained. 

In one bank in which the intercommunicating telephone 
system is used, there is a telephone at each bookkeeping sec- 
tion. When the teller desires information which a particular 
section can give, he calls that section and states his request, 
and the bookkeeper calls the teller back when the information 
is ready. 

Another useful device is the telautograph. The teller writes 
the information desired on a broad tape in a machine which 
instandy duplicates this notation on the tape in a machine in 
the bookkeeping department. The booUceeper writes the 
answer on his machine, and it is duplicated on the teller’s 
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machine. By the use of these machines, it is possible for the 
information to be obtained with only slight interruption of 
either the teller’s or the bookkeeper’s work. 

In a San Francisco bank, five telautographs are used in the 
bookkeeping department, one in front of each section consist- 
ing of three or four bookkeepers. Any teller can communicate 
with any one of the fifteen or twenty bookkeepers. When a 
message is being sent, a red light flashes on the telautograph 
in the section from which information is desired, and a buzzer 
signals the particular bookkeeper so that no other bookkeeper 
need stop his work. Each day the tapes upon which the mes- 
sages have been written are dated and filed for reference. 

In using the telautograph or other written forms of com- 
munication, it is advisable, for the protection of tellers and 
bookkeepers alike, that each request for information and the 
answer be initialed by the persons requesting and imparting 
the information. 

The use of communicating systems of various kinds and 
their arrangement is an operating problem in each bank. A 
system which is readily adaptable in one bank may not be so 
useful in another. Therefore each bank uses those systems 
that experience has shown are most satisfactory. 


Questions Based on Chapter IV 

1. What two operations are performed simultaneously by the batch 
proof system? 

2. How can the need for a distribution department be determined? 

3. State the four main duties of the mail department. 

4. What type of work does the mail teller do? 

5. What arc the two main duties of the paying teller department? 

6. What tests are applied by the paying teller in determining whether 
or not to pay a check? 

7. What is meant by stop-payment? Who can require it? 
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8. Who is responsible for detecting alteration or forgery? 

9, What is the effect of a post-date on a check? 

10, Explain what is meant by the term uncollected funds. What are 
overdrafts? 


Questions for Outside Investigation 

I, What type of paying teller system is used in the commercial depart- 
ment of your bank? 

2* What are the duties of the mail division of your bank? 

3. Is the batch or block system used in your bank? If so, what name 
is used for the department that operates the system? 

4. What tellers in your bank handle payroll requests? currency counting 
and packaging? 

5. Who accepts stop-payment orders in your bank? 


Assignment 

As the cashier of the Institute State Bank, you are confronted with 
two operating problems. The first is the peak load on the receiving 
tellers from 10:00 a.m. to 1:00 p.m. each Saturday and from 12:30 p.m. 
to 2:00 p.m. on week days. You have a teller who can be used for the 
additional work and an extra receiving window available. You also have 
a competent machine operator in the bookkeeping department who 
can run a modified batch system, which you do not now operate. 

Your other problem is that of cashing payroll checks for a large 
manufacturing company, an excellent customer of the bank. The peak 
load in this work comes from 1:15 p.m. to 2:30 p.m. on Saturdays, and 
to a smaller degree from 12:00 noon to 1:00 p.m. on Mondays. 

There is only one extra cage, so if it is used for receiving teller work 
alone, there will be no facility for a special paying cage. What would 
be your solution — a special paying teller, a modified batch system, an 
extra receiving teller, or some combination of these? 

Write your conclusions and the reasons for them briefly, not exceed 
ing 200 words. 



CHAPTER V 


THE CLEARING PRINCIPLE. ANALYSIS OF ACCOUNTS 

The Purposes of This Chapter: 

1. To explain the clearing principle. 

2. To review the constructive influence of clearing house associations. 

3. To explain the duties and operations of the clearings department. 

4. To discuss the purpose of analysis of accounts and to describe the 
methods used. 

T he clearing principle may be defined, broadly, as the 
offsetting of counterclaims and liquidation of balances. 
This process is applied to claims other than checks, but in 
banking the term clearings is understood to mean the daily 
exchange of checks between local banks and the setdement of 
net balances in one amoimt. Thus the characteristic feature of 
the bank clearing operation is the exchange of checks between 
local banks at a set time each day and the payment or collec- 
tion of the balance in one sum. 

No better examples of the variations in banking termi- 
nology could be found than the terms that are used to describe 
the principle of exchange and settlement. The local applica- 
tion of the principle is termed clearings; the nationwide appli- 
cation of exchange and settlement is called transits; and the 
application of the clearing principle in foreign trade is given 
the distinguishing name of balance of trade. These terms, as 
used in commercial banking, should be clearly imderstood, for 
they denote precisely some operation or series of operations 
and arc always used in that particular sense. 

An excellent way to determine the utility of a method or 
arrangement is either to dispense with it and observe the effect 
or else to imagine that no such arrangement exists and sec 
what other procedure might be used, and with what results. 

181 
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Therefore, in order to determine just how important the clear- 
ing arrangement is to banks, let us suppose that no such 
arrangement exists and that banks have to use other ways and 
means of collecting checks drawn on local banks. 

An individual who holds a check drawn on a local bank 
other than the one in which he carries an account may collect 
it in either one of two ways. First, he may present it in person 
at the paying teller window in the bank on which it is drawn, 
identify himself, and cash the check. As we observed in the 
study of the paying teller division, this practice is not followed 
extensively; in fact, most of the persons presenting checks at 
the paying teller window are customers of the bank. 

If the individual uses the other method, he will have his 
own bank collect the check on his behalf; therefore, he either 
cashes the check at his bank or (more frequently) deposits it. 
The bank, in turn, presents it and receives payment if the 
check is good. If no clearing arrangement exists, the bank 
must present the item at the paying teller division of the bank 
on which it is drawn, just as the customer himself might have 
done. 

Consider what a task it would be to present the thousands 
of local items deposited by customers. Even if the items drawn 
on each of the other banks were consolidated and presentment 
made in batches, the result inevitably would be the constant 
use of a large messenger force, many trips a day, and hun- 
dreds of adjustments of balances, verifications, payments, and 
refusals. Contrast that cumbersome, costly, and generally un- 
satisfactory procedure with the daily clearing operations be- 
tween banks in thousands of cities and towns in all parts of 
the world, by means of which the items on each other are 
presented at one time, at one place, and are paid for in one 
total. It would be hard to estimate just how cumbersome and 
costly the collection of checks entirely by messenger would be, 
but some idea of the cost may be obtained by comparing the 
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cost of presenting a collection draft by messenger with the 
cost of presenting a check through the clearings. An analysis 
of these operations by the most accurate method of cost ac- 
counting determined the cost of collection by messenger to be 
twenty-five cents, while the cost of presenting a check through 
the clearings was found to be not over one cent for each item. 

The objectives of a .clearing arrangement are threefold: 
(i) to dispense with the expensive and cumbersome process 
of presentation by messenger, (2) to reduce to a single settle- 
ment the many interbank settlements that would be required 
under the messenger system, and (3) to reduce cash pay- 
ments by using other forms of payment that are equally 
acceptable and much more convenient. 

In order to accomplish these objectives, certain regulations 
and agreements are necessary: 

1. Agreement as to the time and place of clearing 

2. Agreement as to the kinds of items that will be accepted 

3. Provision for the correction of errors 

4. Arrangements for the return of dishonored items 

5. A method of settling balances. 

The voluntary associations formed by banks for the purpose 
of exchanging checks drawn on each other and of settling the 
balances arising out of that exchange are called clearing house 
associations. 

Clearing House Associations — Clearing house associations, 
then, are formed primarily to facilitate the exchange of checks 
between ban\s and the settlement of balances arising out of 
that exchange. Since such an association is entirely voluntary, 
the rules adopted by its members comprise its only source of 
authority. These rules are enforced by a series of fines imposed 
for violations, and the maximum penalty is expulsion from the 
association. This is effective enough, for the advantages of 
membership in the association are so substantial, in the saving 
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of both time and money, and the prestige attached to member- 
ship is so well recognized that no bank will forfeit the connec- 
tion for light and trivial reasons. 

The rules and regulations of a clearing house association 
are set forth in its by-laws, which arc expanded or revised from 
time to time as occasion demands. The executive work is 
carried on by association officers elected by the member banks. 
In small associations, the banks contribute management with- 
out cost to the associations, and also provide the necessary 
clerical help. In large associations, salaried executive managers 
and other employees are needed, in addition to the regular 
officers, because of the large volume of business and the many 
other activities of the association. 

Nearly every city in the world has a clearing organization, 
generally known as a clearing house association. In a recent 
edition of the Rand McNally Bankers Directory, 350 clearing 
house associations were listed as operating in the United 
States alone. 

The Operation of Clearing — ^To illustrate the principle of 
clearing, let us consider the situation in a southern city in 
which there are six banks. One of the customers of the First 
National Bank is the local electric light and power company. 
Checks deposited by the light company in the First National 
Bank are drawn on all six banks, since the customers of the 
company are customers of the several banks. 

Without a clearing house arrangement, the First National 
Bank would have to send the checks to the other banks by 
messengers. On presenting the checks, the messengers would 
receive payment in cash if the checks were good. Many trips 
would be necessary each day, and after each trip new balances 
would have to be made. All the other banks would have to 
send messengers to the First National Bank to collect checks 
deposited by their customers. The result would be a steady 
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Stream of messengers going to and from each bank. So many 
messengers would be needed and so frequent would be the 
settlements that the banks would be engaged in the work of 
collection and settlement from the opening imtil the close of 
business each day. 

The clearing house arrangement greatly simplifies all this. 
The six banks meet each day , at the place agreed upon and 
make the exchanges. As the exchanges are made, the manager 
of the clearing house association determines the net result for 
each bank and informs it whether a balance is due from the 
other banks or whether it is required to pay a debit. In one 
simple operation the complicated procedure of collecting by 
messengers is eliminated. With only one clearing a day, the 
internal work of the bank is expedited. Once the clearing is 
over and the settlement made, that division of the work is out 
of the way. Under the old system it continued from the open- 
ing of the bank in the morning until its closing hour in the 
afternoon. 

How effectively exchange and settlement are accomplished 
may be seen from the figures made public by clearing house 
associations. During the year 1938, for example, the Chicago 
Clearing House Association had clearings totaling $14,561,- 
389,212.38. The settlement balances were $1,508,321,625.20. 
Not a single cent of these settlements was made in cash; all 
payments were effected through clearing house setdement 
accounts maintained with the Federal Reserve Bank of Chi- 
cago. 

The information contained in Figure 16 is the result of the 
operation of a clearing house in a city with five banks, all 
members of the association. In this instance, the exchange 
takes place at eleven o’clock each morning in the directors’ 
room of the First State Bank. The manager of the clearing 
house association is an assistant cashier of the First State Bank 
in that city. He acts in this capacity for one year, as an incident 
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to his position with the First State Bank. One of the clerks of 
his bank assists him . By annual rotation, each bank provides 
the manager and clerk without expense to the association. 

Each bank has two representatives: a clearing messenger, 
who makes the actual exchanges, and a settlement cler\, who 
keeps a record of the exchanges both for and from the other 
banks. 

Shortly before eleven o’clock, representatives of the five 
banks arrive at the designated clearing place, bringing the 
packages of checks which are to be exchanged with the other 
banks. As each clearing messenger enters, he gives the man- 
ager the total of the items being exchanged by his bank with 
the other banks (this is the total of the items listed imder the 
column headed “Debit C.H.” on the individual bank’s sheet, 
as shown in Figure i6). 

When the signal is given by the manager at eleven o’clock, 
the settlement clerk remains at the desk provided for his bank, 
while the clearing messenger distributes the checks to the 
banks upon which they are drawn. Thus, each bank receives 
the checks dravm on it in exchange for the checks drawn on 
the other banks. 

As each batch of checks is received, the total is noted on 
the individual bank’s sheet in a column headed “Credit C.H.,” 
as shown in Figure i6. As soon as these credits are entered and 
totaled, a memorandum is sent to the clearing house manager 
showing the total of checks brought to the clearing house, the 
total of checks received from other banks at the clearing house, 
and the difference. These figures are then entered in the proper 
columns on the clearing house proof (see Figure i6) by the 
clearing house manager; they serve to verify the total clearings 
and also make up the clearing settlement total. 

As soon as the clearing house proof sheet is completed, the 
figures are “called back” to the individual banks. If the figures 
balance, that fiict is announced; if they do not balance, the 
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Individual Bank Sheets 


Debit Credit 

C. H. First National Bank C. H. 

t 1,026.33 First State $ 2,014.10 

5,631.01 Jones Trust 5,716.30 

1,262.12 F. & M. State . . . 498.17 


3,246.09 Exchange National 3,162.12 


Debit Credit 

C. H. First State Bank C. H. 

S 2,014.10 First National . . . $1,026.33 

5,965.50 Jones Trust 6,210.02 

410.05 F. & M. State . . . 320.20 

2,102.10 Exchange National 2,116.11 


$11,165.55 


$11,390.69 $10,491.75 


$9,672.66 


Debit Credit 

C. H. Jones Trust Company C. H. 

$ 5,716.30 First National . . .$ 5,631.01 

6,210.02 First State 5,965.50 

1 10.90 F. & M. State . . . 205.40 

1,042.10 Exchange National 962.43 


$13,079-32 $12,764.34 

Debit Exchange National Credit 
C. H. Bank C. H. 

$3,162,12 First National . . . $3,246.09 

2,116.11 First State 2,102.10 

962.43 Jones Trust 1,042.10 

627.03 F. & M. State . . . 1,072.62 


$6,867.69 $7,462.91 


Debit Farmers & Merchants Credit 
C. H. State Bank C. H. 

$ 498.17 First National . . . $1,262.12 

320.20 First State 410.05 

205.40 Jones Trust 110.90 

1,072.62 Exchange National 627.03 


$2,096.39 $2,410.10 


Clearing House Proof 



Balance Due to 



Balance Due 

Bank 

Clearing House 

Bank Dr. 

Bank Cr. 

to Banks 

First National Bank . . . 

•- $ 225-M 

$11,390.69 

$11,165.55 


First State Bank 


9,672.66 

10,491.75 

$ 819.09 

Jones Trust Company 


12,764.34 

13*079-32 

314.98 

Exchange Natioiud Bank 

595-22 

7,462.91 

6,867.69 


Farmers & Merchants State 




Bank 

. . 313.71 

2,410.10 

2,096.39 






$1,134.07 

$43,700.70 

$43,700.70 

$1,134.07 


The total, $43,700.70, is the clearings figure, or total exchanges, which is used 
for comparative purposes to indicate business activity. The totals presented by the 
clearing messengers on arrival are entered in the Bank Credit column. After the 
exchanges have been made, the totals received from other banks, as reported to the 
clearing house manager by the various banks, are entered in the Bank Debit column, 
and this column total serves to prove the Bank Credit total. In like manner, the 
two columns Balance Due to Banks and Balance Due to Clearing House must bal- 
ance, since they represent the net settlement made as a result of the clearings. 

In ibis clearing house proof, it will be noted, the clearings are for ie First 
State Bank and the Jones Trust Company and against the First National Bank, the 
Exchange National Bank, and the Farmers & Merchants State Bank. 

Figure 16. Individual Bank Sheet and Clearing House Proof 
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clearing house manager states the amount of the difference, 
and each settlement clerk checks over his figures until the 
error is located and corrected. 

Banks with debit balances are required to pay over to the 
clearing house manager at an agreed hour the amount they 
owe. Payments are often made by drafts drawn on the Federal 
Reserve bank or branch in a nearby center. The receipts are 
then distributed by the clearing house manager to the banks 
with credit balances. Formerly, settlement was usually made 
in cash but this practice is now uncommon. 

The operation of the moderate sized clearing house asso- 
ciation which has been described is characteristic of the clear- 
ing operation which takes place every business day in himdreds 
of cities and towns in the United States. 

In the larger cities it is necessary to maintain a permanent 
force and to have a space specially equipped to facilitate the 
exchanges. In such cities there is generally an oval or circular 
coimter placed in the center of the room used for the ex- 
changes, with divisions assigned to the various banks. The 
settlement clerk takes his position at his designated station, 
and the exchanges are made by the clearing messenger, who 
delivers the packages by making the circuit of this counter. 
So well organized are these large clearing house associations 
that frequently all exchanges are made, the figures balanced, 
and each bank informed of its net debit or credit within 
fifteen or twenty minutes after the actual start of the opera- 
tion. 

Settlement may be made in various ways— through a clear- 
ing house setdement account maintained with one of the local 
banks, through accounts maintained in a neighboring hrge 
center, or (as in Chicago) through balances maintained with 
the Federal Reserve bank. 

A method of setdement that merits comment is the wire 
clearing balance. Through the facilities of the Federal Reserve 
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System, many clearing house associations wire (in code) to the 
Federal Reserve bank of their district the debit and credit 
balances of the members of their association as soon as the 
exchanges have been made and balanced. The balances are 
then debited or credited, as the case may be, to the reserve 
accounts which these banks carry in the Federal Reserve bank. 
Thus the clearings settlement is made by the adjustment of 
balances on the books of the Federal Reserve bank, and the 
individual banks simply make bookkeeping entries to conform 
to these settlements. 

Maintenance of Clearing House Associations — ^The revenue 
necessary to establish and to maintam a clearing house asso- 
ciation comes from three sources: (i) membership fees, (2) 
current assessments on members, and (3) fines imposed for 
violations of rules. 

1. Membership fees. The membership fee is usually a fixed 
sum, such as $100 or $1,000, which each regular member con- 
tributes. In cities where the initial fee for membership is large, 
an afiEliated membership is also provided for smaller banks 
that desire to receive the benefits of membership but for whom 
the regular fee is too great an expense. An aflSliated member 
is required to subscribe to the rules and regulations of the 
association and to pay the penalties imposed for violation. It 
may enter the clearing transaction either directly or through 
the deposit of its checks with a regular member. If the second 
practice is followed, the regular member incorporates the 
checks of the aflSliated member in its own consolidated total 
and accepts as part of its debits from other members the 
checks drawn on the aflSliate. 

2. Current assessments on members. A clearing house gen- 
erally prepares a budget for a period in advance, and in this 
budget estimates are made of the various costs of operation. 
The major expenditures, such as salaries, rent, and current 
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costs, can be fairly accurately estimated. While some variation 
in the other expenses may be expected, the net result will not 
be far from the estimate. After the budget has been adopted, 
the amount required is prorated among the members upon an 
equitable basis, such as the volume of clearings for the preced- 
ing period. The revenue thus obtained is the major source of 
income for the association. 

Assessments are made at regular intervals — annually, semi- 
annually, or monthly. The Louisville, Kentucky association 
(which, incidentally, has been in continuous operation since 
November 24, 1875) provides in section 4 of its regulations: 
“The expenses of the Association shall be assessed monthly 
upon the several members of the Association from time to 
time in an equitable manner as determined by a majority 
vote of the members present at a regular meeting of the Asso- 
ciation.” 

The Chicago Clearing House Association provides in sec- 
tion 18 of its rules: “The expenses of the Clearing House shall 
be borne and paid as follows: Each member shall be assessed 
annually Two Thousand Dollars ($2,000.00), and the balance 
necessary after that pro rata according to their daily average 
of the exchanges sent to the Clearing House for the months 
of October, November, and December, immediately preced- 

_ 9f 

mg. 

3. Fines imposed for violation of rules. Fines are imposed 
for many reasons — late arrival at clearing, errors, boisterous 
conduct on the part of messengers, and others. This is, of 
course, a minor source of income. 

Other Clearing House Association Activities — ^While the 
primary purpose of a clearing house is to facilitate the ex- 
change of checks, it is only natural that the habit of coopera- 
tion formed in solving the mutual problems of the exchange 
of checks should lead the members to use the association for 
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Other purposes beneficial to the local banking situation. In 
large clearing house associations a trained stafi is used to 
examine the condition of member banks. These examinations 
are particularly helpful since a knowledge of local conditions 
by the examining staff, obtained through constant work in a 
limited geographical area, results in reports of outstanding 
merit. In many cases in the past, concerted action on the part 
of clearing house member banks has prevented disaster by 
making possible the consolidation of weak institutions with 
strong ones with the publicly annoxmeed support of the entire 
association. Naturally, the condition of any bank requiring 
such action would be revealed by the clearing house examina- 
tion. 

With the increasing complexity of problems common to 
banks, the clearing house association has become the vehicle 
for establishing local rules to solve those problems. Service 
charges, banking hours, interest on deposits, trust fees, ex- 
change charges, and the procedures in providing other facil- 
ities are the subjects of study by the association; and the 
standard procedures adopted as a result of such study all tend 
to improve the banking facilities for customers and to increase 
profits of the member banks. Innumerable examples of local 
banking problems that have been solved in a constructive way 
through the medium of the clearing house association could 
be cited. 

In discussing the importance of local clearing arrange- 
ments, the application of the clearing principle in wider areas 
through the collection of checks payable in other cities and 
towns must not be forgotten. The most important and far 
reaching application of the clearing principle is that made by 
the Federal Reserve System, which acts as a nationwide clear- 
ing house. The application of the principle in these wider areas 
is a transit matter and therefore will be considered in the dis- 
cussion of the transit department. 
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The Clearing House Department— department should 
not be confused with the clearing house association. The clear- 
ing house, or clearings, department is the division of the bank 
that is charged with the duty of preparing items for exchange 
at the clearing house association and of distributing to the 
bookkeeping department the checks drawn on its own institu- 
tion which have been received from the other banks. For 
purposes of operation, this department is frequently divided 
into two sections: the out-clearings and the in-clearings. 

Out-Clearings— Tht out-clearings section prepares the 
checks for exchange at the clearing house. The checks come 
to this section from several divisions or departments in the 
bank. Many of them come from the receiving teller, by reason 
of deposits made by customers; from the mail division come 
checks received in deposits by mail; the collection department 
turns over checks received in payment of items handled; 
checks cashed by the paying tellers and items from various 
other departments and cages are also turned over to the out- 
clearings section. From the time the section starts work until 
the deadline for the clearings, checks from these various 
sources pass to the out-clearings section in a steady stream. On 
the receipt of checks from any teller or department, a balance 
is drawn, and the checks arc then re-sorted in racks, which 
have separate compartments for each bank in the clearing 
house association. This process continues until shortly before 
the time set for the items to be in the clearing house associa- 
tion for exchange; the deadline is generally twenty or thirty 
minutes before that hour. 

After the checks arc sorted, each package is totaled, and 
the total is entered on the sheet for the settlement clerk. In 
“running up” the checks in these packages, an adding machine 
with a carbon tape is used; one list is attached to the package 
to be exchanged, while the other is kept by the out-clearings 
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section for reference in case of error. All this work must be 
completed a few minutes before the clearing time, and when 
the messengers have left for the clearing house association, the 
operation of out-clearings is completed for a time. 

The need for speed in preparing the checks for exchange 
is so urgent that a special machine for sorting and listing the 
checks is now in use in the larger banks. This machine is 
equipped with a drum divided into twenty-four compart- 
ments. When a check is to be listed, the operator enters the 
amount by the adding machine keyboard, presses a selector 
key corresponding to the sorting desired, and puts the check 
into a slot. The automatic sorter puts the check in the proper 
compartment; the listing is entered on an individual tape at 
the back of the machine and on the master tape at the same 
time. The total olearings figures also are automatically listed 
on the master tape. When the sorting is completed, the opera- 
tor removes the checks from the compartment and attaches 
the individual list. After the bank’s indorsement or receipt 
stamp is affixed, the checks are ready for the clearings. The 
machine contains devices for preventing missorts, for notify- 
ing the operator when any compartment is filled to capacity, 
and for signaling when the tape is running low. 

In the recording of items for the clearings, the simplest of 
all bank records is made, the so-called straight list, which is 
merely a list of the amounts of the checks and their total. This 
is all that is necessary in the clearings operations, because 
comparison with the tape list in case of error in an item or of 
its return impaid will be sufficient to identify the item in ques- 
tion. Since all clearings items are disposed of each day either 
by payment or by their return, only temporary records are 
needed; therefore the records of the clearing house department 
are the simplest of all departmental records. 

Another type of machine developed in recent years and 
used extensively is the motion picture machine, adapted to 



X94 'niE CLEARING PRINCIPLE. ANALYSIS OF ACCOUNTS 


h ank use. This machine automatically photographs each check 
as it goes through the mechanism, and the film is used for 
identification purposes. While used to some extent in clearings 
operations, this device is more widely used in transit and book- 
keeping operations, and it will be mentioned again in connec- 
tion with the explanation of those operations in later chapters. 

Operation of the Out-Clearings Department — ^In small 
banks there is no division into out-clearings and in-clearings 
departments, since a small force, often only one or two persons, 
can handle both out- and in-clearings. In one small bank, 
which is typical of others, the same clerk handles out-clearings, 
in-clearings, and transit work. Each morning this individual 
“runs up” the day’s exchanges with the other banks, takes the 
checks to the clearing house for exchange, and receives the 
items drawn on his own bank. He sorts and charges these 
items to the various bookkeepers, and upon the completion of 
this task he starts on the transit letters to correspondent banks. 

In a moderate sized bank the clearings are usually handled 
by three clerks, who work on out-clearings imtil ii:oo ajn. 
and in-clearings from 12:00 noon until 1:30 pjm. After that 
they assist in the work of the other departments. 

In large metropolitan banks the volume of items is so large 
fiiat separate out<learings and in<learings departments are 
maintained. In one large bank the out-clearings department 
has a force of seventy-five clerks. On ordinary days these clerks 
handle from 150,000 to 175,000 items a day. On extra heavy 
days, sudi as after a holiday, the number of items handled 
may run as high as 300,000, or at the rate of 2,000 to 4,000 
items a day for each person. 

The clearings day extends from noon of one day to 10:30 
of the next (the clearing hour), for after the regular morning 
clearings, the department is kept busy assembling the work 
for the next day. Most of the items received after the morning 
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deadline for the clearings come from the receiving tellers, the 
in-mail division, and special tellers, although some are re- 
ceived from the other departments. 

The items are first balanced and reconciled with the figures 
of the departments from which they arc received; they are 
then sorted according to the banks with which the exchanges 
are to be made, listed, and again balanced. These batches are 
then ready to be sent to the clearing house association for 
exchange on the following day. 

In-Clearings—V^htn the messenger returns from the clear- 
ing house association with the checks drawn on his bank, the 
in-clearings section balances and then re-sorts them, charging 
the checks to the various bookkeepers. Any errors that arc 
found, such as the receipt of a check not drawn on the bank, 
are corrected immediately. At the conclusion of the charging 
out to the bookkeepers, there arc no totals cither for or against 
in-clearings. 

When this work is completed, the department as a whole 
may devote its time to out-clearings — balancing, sorting, and 
padiaging the checks coming from the various departments, 
so that on the next day the staff may be free to start work 
immediately on the items received through the mail and from 
the various departments during the course of the morning. In 
metropolitan centers these out-clearings arc often sent to 
(traded with) the other banks in the afternoon and in this 
case the amounts arc included in the next morning’s total. 

Here again, the organization of the department depends 
upon the volume of work to be handled. In some banks the 
same clerk, or clerks, that handle out-clearings also attend to 
in-clearings. In other banks the volume is so large diat separate 
departments or divisions arc maintained. 

In the metropolitan bank previously referred to in the 
operation of the out-clearings department, the in-clearings 
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division has a force of eighty-six clerks, who handle the items 
in batches, ranging from loo to 200 batches each day, or 
approximately the same volume as that of the out-clearings. 
After proving the batches received from the clearing house 
association, the items are sorted into eight groups for the book- 
keeping department. They are then charged to the bookkeep- 
ing sections, a special charge being made to the country bank 
for drafts of correspondent bank accoimts and a special charge 
to the general books for certified checks and cashier’s checks 
which are obligations of the bank. 

The in-clearings division also handles the checks drawn on 
the bank which are received from the Federal Reserve bank. 
These checks are obtained directly from the Federal Reserve 
bank and not through the clearing house exchange. 

At the end of each business day the in-clearings department 
balances and no items are held over. 

Forms and Equipment — special forms are needed for 
either the in-clearings or the out-clearings department work. 
The only special forms needed in the exchange and settlement 
of items are those used by the clearing house teller. 

The equipment of the clearings department is simple. It 
consists almost entirely of sorting racks and adding machines. 
While the special machines mentioned earlier in the chapter 
are used in some banks, standard adding machines are more 
commonly installed, since they are entirely adequate for mod- 
erate volume and more flexible in use. 

Some of the members of the department are trained to 
become proficient in both sorting and listing and can be 
shifted in their work as occasion demands. There are times 
when sorting is heavy and other times, particularly just before 
the clearing hour, when listing and proving are heavy. 

The routine of the clearings department is outlined in 
Figure 17, whidi shows the flow of items from departments 
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Receiving 

Teller 



Inidividuak books receive checks drawn on accounts General books receive 
assigned to each division. cashier’s and certified 

checks. 


Figure 17. Clearings Department Operation 
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to the clearing house and the flow of items from the clearing 
house to the bookkeeping department. 

Clearing House Teller— It is the duty of the clearing house 
teller to take up (that is, pay for) and handle dishonored 
items that are returned and to correct errors in items charged 
to the other banks whenever this can be done. Frequendy it 
happens that the clearing house indorsement stamp (see Fig- 
ure i8) has been omitted. All items sent to the clearing house 



Paid through Alto Clearing House 
October i, 1935 

to the 

FIRST STATE BANK 

Pay to the order of any Bank or 
Banker 

Prior Indorsements Guaranteed 


76-970 

FIRST STATE BANK 
of Alto, Nebraska. 

76-970 


Figure i8. Clearing House Indorsement 


association are required to bear this stamp, which is put on by 
the out-clearings division and is the equivalent of indorse- 
ment. If a check is returned because of this omission, the clear- 
ing house teller simply supplies the indorsement. Various 
reasons may be given for the return of items, as shown in the 
return slip. Figure 19. Many returned items can be corrected 
by guaranteeing the indorsement, the amount, and so on. 
\^en an item is found to require such attention by the bank 
that received it in the clearings, it is returned to the sending 
bank by messenger, presented at the clearing house teller’s 
window, and either corrected immediately or left on receipt 
to be picked up later by the messenger. 
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Items that are not paid are called dishonored items and 
are returned to the sending bank by messenger, with a slip 
attached showing the reason for non-payment. These items 
are taken up by the clearing house teller, who accepts them 
and has a check issued to the returning bank in payment or 
pays cash if the amount is small. 

In regulating the return of dishonored items, it is cus- 
tomary to have a time limit (generally in the afternoon shortly 
after the close of banking hours) before which an item must 
be returned if it is to be taken up; after that time has passed. 


Returned by 

FIRST STATE BANK, ALTO 

Reason for return (x) below 


Indorsement 


Payment Stopped 


Receipt Unsigned 


Signature Incomplete 


Guaranty Alteration 


Uncollected Funds 


Guaranty Amount 


Not Sufficient Funds 


Figure 19. Return Slip (short form) 


the sending bank is not required to take back the item. Such 
a regulation is necessary because many out-of-town checks are 
subject to special instructions, such as “wire payment” or 
“wire non-payment.” If they are dishonored, they must be 
returned in ample time for the presenting bank to follow the 
instructions; hence the receiving bank must be in a position to 
assume payment if checks arc not returned by the hour set. 

If the hour for the return of dishonored items is fixed at 
2:15, a bank to which a dishonored item is to be returned may, 
as a matter of courtesy, extend the time limit when there is 
reason to expect payment of the item if held longer. Let us 
suppose that the Second National Bank has sent to the clear- 
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ings a check drawn on the Fourth State Bank and that the 
latter bank finds that the customer’s balance is insufficient. 
Ordinarily, the check would be returned with a notation “in- 
sufficient funds.” The Fourth State Bank, knowing its cus- 
tomer, believes that the item will be made good by a deposit 
as soon as the customer is aware of the deficiency in his 
account. Therefore, the Fourth State Bank asks the Second 
National Bank for time, meaning an extension of the return 
deadline for a quarter of an hour or half an hour, in the mean- 
time endeavoring to obtain a deposit from the customer. 

This courtesy observed between banks is primarily for the 
customer’s benefit, for it is his desire to have the item paid. 
By waiving the deadline upon occasion, it is often possible to 
receive payment rather than have the item dishonored and 
returned. 

Where the volume of clearings is so large that the handling 
of return items requires too much time and messenger service, 
arrangements are made for the acceptance of dishonored 
items by each bank; a record is kept and settlement for the 
items is included in the next day’s clearings. For example, the 
First National Bank returns to the Second State Bank items 
totaling $4,528.17. Instead of paying for the items imme- 
diately, the Second State Bank issues a clearing house credit 
to the First National Bank, which includes that credit among 
its other items cleared and setded the next day. In other cases 
a time is set for the exchange of return items — a clearing of 
returns. This is in effect a smaller scale clearing, the difference 
being that only return items are handled and settlement for 
them is made through the regular clearings the following day. 

General Operations — ^In handling both out-clearings and 
in-clearings, extensive use is made of the batch or block 
method of proving charges. For example, the amoimts re- 
ceived by the out-clearings division from die various depart- 
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ments must balance with the totals of exchanges sent to other 
banks. 

All items that go to the clearing house association must 
bear the indorsement of the sending bank; such indorsement 
serves to identify the source of the item and to guarantee prior 
indorsements (see Figure i8). The indorsement is made by 
a hand stamp or (particularly in large banks) by an indorsing 
machine. 

The clearings department is organized with two main fac- 
tors in mind: the volume of clearings it has to handle and the 
rate at which deposits are received fust before the clearing 
hour. If the deposits are fairly steady from the opening of the 
bank until the clearings deadline, a somewhat different organ- 
ization may be effectively used than if the rate of deposits just 
before the deadline is accelerated. 

Large items deposited just before clearing time should be 
included, and so, instead of going through the ordinary sort- 
ing and proving routine, they are routed directly to a desig- 
nated individual in the department, who includes them in the 
proper totals just before the messengers leave for the daily 
exchange. 

Clearing Operations — ^In a large clearings department, two 
sections, the out-clearings and the in-clearings, are necessary 
to handle the volume of items, particularly where the bank has 
many correspondents and other customers outside the city who 
send deposits by mail in substantial volume. 

In a smaller commimity, where there are three or four 
banks, for example, all members of the clearings department 
handle both out- and in-clearings; they handle the out-clear- 
ings up to the time for exchange, the in-clearings immediately 
after die exchange, and then work on either of the two as the 
occasion demands. 

In still smaller institutions, the receiving and paying tellers 
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run up the clearings, sort and charge them, and do all the 
work of preparing for the exchange. A messenger or settle- 
ment clerk then makes the actual trade at the clearing house 
association. This clerk, upon returning with the in-clearings, 
is assisted by the tellers in the work of charging and sorting 
to the bookkeepers. Thus no separate clearings department 
is used. In some banks the bookkeeping department acts as 
the in-clcarings department. 

Analysis of Accounts— The services of a bank are numer- 
ous and extensive, and the cost of providing them amounts to 
a substantial sum. If the owners of a bank are to attain their 
objective {profit obtained by conservative performance of 
banking functions')., these services must be rendered at a 
profit. Profit may result from the use of deposits in loans and 
investments or from the collection of fees from customers for 
the performance of other services (or both). 

In the earlier days of American banking, ample oppor- 
tunities for profit presented themselves through the use of 
deposits in loans and investments. In recent years, because of 
changed conditions, it has become necessary to supplement 
these sources of income by direct charges or fees for other 
services rendered. There were many factors that helped bring 
about this change, the chief of which arc outlined briefly in 
the following paragraphs. 

Reference was made in Chapter I to the limited activity 
and scope of banking services in earlier times. The number of 
checks used in the early days of banking in this country was 
but a small fraction of the number used today. Limited trade 
areas resulted in localized banking, and few transactions in- 
volved die collection of checks drawn on banks in distant 
cities. Local merchants received a substantial part of their 
payments in currency, and other payments were made almost 
entirely by locd checks- In diose days, too, there were many 
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channels for the employment of funds in earning assets, and 
interest rates were higher than they are now. 

As the number of services increased and as banking trans- 
actions increased in both activity and volume, the expenses of 
banks increased correspondingly. For a time this increase was 
somewhat offset by the wide variety of sources for loans and 
investments and the continuance of interest rates at fairly high 
levels; but continued increasing activity and widening of serv- 
ices, together with decreasing channels for the employment of 
bank funds and declining interest rates, brought the matter of 
cost of services to the point where its control became a major 
factor in the successful operation of a bank. 

This problem was partially solved by more effective bank 
operations, but even increased efficiency has not been suffi- 
cient to counteract the effect of decreased income from earning 
assets and increased volume and activity in banking trans- 
actions. So today, in order to receive adequate compensation 
for services rendered, banks find it necessary to collect fees 
directly from customers in the form of what are termed 
analysis or service charges. The first step in this procedure is 
the calculation, as nearly as possible, of the expense involved 
in performing each type of transaction. This analysis is called 
cost finding. 

Cost Finding — Cost finding is a broad subject; it includes 
policies of bank management and administrative problems and 
actions, in addition to those bearing upon account analysis. 
Since management policies and administrative problems are 
dealt with in Banking III, only a brief outline of these factors 
will be given at this point, chiefly for the purpose of more 
clearly explaining the reasons for the analysis of accounts and 
the procedure established. 

Expenses may be divided into two classes, operating and 
overhead. Although there are variations in this classification. 
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expenses directly incurred by a department are generally con- 
sidered operating expenses, while overhead expenses are those 
diat apply to the bank as a whole. Such expenses as executive 
management, taxes, and cost of investments are regarded as 
applying to the entire bank and so are considered an over-all 
charge. There may be considerable variation in the allocation 
of overhead expenses to departments or to item charges or to 
accoimt charges; at best the allocation can be only an estimate. 

In the determination of overhead cost, a segregation of the 
general costs is first made by deciding which are actually gen- 
eral and which are specific department costs. In the next step, 
allocation of overhead cost to departments, many methods are 
used. By one method the overhead is simply divided by the 
deposits to determine the average cost per thousand dollars of 
deposits. Another method calls for the valuation of the space 
used by a department, the proportion of telephone service 
used, and so on; these expense items are then included in the 
amount chargeable to the department. Other methods are 
more detailed; in general, the method used by any bank will 
depend largely upon the extent of its activities and the advan- 
tages to be gained by a more or less exact system of cost 
finding. 

Operating cost figures may be obtained more readily and 
applied more scientifically. To illustrate the procedure, let us 
take the bookkeeping department. The cost of equipment per 
year (figured on the basis of replacement and depreciation), 
stationery, supplies, wages, and salaries can be accurately 
determined, for these expenses all apply to the one depart- 
ment. 

Once the operating cost of the department has been deter- 
mined, it is a simple matter to divide that cost by the number 
of items handled and thus determine the average cost per 
item. This cost can be directly applied in analysis work. If the 
Apartment is large and its work subdivided, a further break- 
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down of the cost of operations can very easily be made if 
desired. 

Generally, the duty of figuring costs and allocating them 
is assigned to a particular individual — sometimes more than 
one. In a small bank the cashier is often assigned to this task. 
In larger banks the auditing, or comptroller’s, division or the 
analysis, or planning, division does the work. 

Service Charges and Analysis Methods— object of 
analysis and service charges is to obtain fair and reasonable 
compensation for services rendered. While there are various 
methods by which these charges may be established and calcu- 
lated, the three principal methods are: 

1. The flat, or estimated, charge 

2. The metered service, or graduated, charge 

3. The analyzed, or calculated, charge. 

As in the case of many other bank operations, different 
names are used to describe these methods, or combinations of 
them; single standard, measured service charges, and activity 
charges are among the many terms used. But whatever the 
name may be, the method will be found to be one of the three 
listed, or a combination of them. 

The flat, or estimated, basis was the first method generally 
used and often is the initial one where a bank employs several 
methods. By means of cost finding, a bank may discover that 
accounts below a certain average monthly balance are carried 
at a cost which exceeds the income derived from the use of 
the funds. The bank therefore decides to make a flat service 
charge on these accounts. It may set $300 as the minimum 
balance required and make a charge on all accounts with 
average balances below that figure; or it may set up a gradu- 
ated schedule of rates, the rate for any account depending on 
how much below this min imum figure its balance averages for 
the month. Under this system, an average balance below $300 
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but above $200 may be charged 50 cents each month, one 
below $200 but more than $100 may carry a monthly charge 
of |i, and an average balance below $100 may be charged 
$1.50 a month. 

The flat charge has certain merits. If the general activity 
of accounts is low and the use made of the bank’s facilities is 
fairly uniform among customers, the charge may be a reason* 
ably fair one and have the advantage of requiring only a 
limited amount of examination of the accounts each month to 
determine the charge. Such a basis, however, is unsatisfactory 
when there are more than moderate variations in the activity 
of customers’ accounts, or when the extent to which use is made 
of the bank’s facilities by its customers varies. These variations 
often occur so frequendy that the flat basis proves to be inade- 
quate; hence many banks have discarded it for the measured, 
or metered, service charge. 

The metered service charge goes one step further than the 
flat charge, for in addition to the charge based upon the size 
of the account, a partial activity charge is made. Metered serv- 
ice charges are most conunonly applied by allowing a maxi- 
mum activity per unit of balance and making pro rata charges 
for activity in excess of the allowance. The activity applies 
only to checks issued by the customer and does not take into 
account the cost of operations in connection with deposits, 
transits, collections, and so on. The following is a typical 
schedule of metered service charges: 


Average Daily 

Maintenance 

Checks Permitted 

Additional 

Balance 

Charge 

Each Month 

Checks Each 

$200 to I300 

10.50 

One check for each 
$10 average balance 

5 * 

Sxoo to $200 

$1.00 

One check for each 
$10 average balance 

5^ 

Under $ioo 

fi.50 

One check for each 
$10 average balance 

5^ 
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To use a simple illustration, let us consider two accounts 
with a $250 average daily balance, one with thirty-five checks 
issued during the month and the other with fifteen. Under 
the flat charge basis, both accounts would be charged the same, 
although the cost to the bank in each case would difier since 
one account is more than twice as active in checks issued as the 
other. With a flat charge of 50 cents for average balances from 
$200 to $300, each customer would be charged the same 
amount, 50 cents. 

Under the metered service plan, the first customer would 
be charged the maintenance fee of 50 cents and an additional 
fee at the rate of 5 cents for each check issued over the num- 
ber allowed for each $10 of average balance. With an average 
balance of $250, therefore, he would be entitled to twenty-five 
checks without charge, leaving ten to be charged for at the 
rate of 5 cents. This activity charge plus the maintenance 
charge of 50 cents would bring the total charge to $1. Since 
the second customer, who also would be entitled to twenty- 
five checks, issued only fifteen, he would not be subject to the 
activity charge, his total charge representing only the main- 
tenance fee of 50 cents. 

The Analysis Me/AoJ— Both the flat charge basis and the 
metered service basis result in estimated profit and loss state- 
ments of the accounts. The analysis basis is used to determine 
the actual profit or loss on each account by taking into con- 
sideration dl the factors that apply to that account. For ex- 
ample, let us consider the account analysis form (Figure 20), 
which is widely used, and from it observe the steps taken and 
the reasons for them. 

In account analysis four series of calculations are neces- 
sary. First of all, the bank must find out what portion of each 
account is available for use in earning assets— that is, the total 
funds that can be employed in loans, investments, and the like. 
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Hicrefore, the object of the first calculation is to ascertain the 
average daily balance of the account for the period under 
analysis; this is a relatively simple matter. As we have already 
learned, banks make up a duplicate record for each account 
called the customer’s statement. Upon it are listed all deposits, 
all checks paid, and the balance for each day. The daily bal> 
ances are listed on the right-hand portion oi the statement, 
and this section is divided by perforations from the remainder 
of the statement. When a statement is prepared for delivery to 
a customer, the balance column is torn off, and the informa- 
tion is used for the purpose of ascertaining the average daily 
balance. The average daily balance is computed simply by 
totaling the balances at the end of each day and dividing by 
the number of days involved. 

The next calculation, as the account analysis form shows, 
relates to average daily uncollected funds. The average daily 
balance is simply the amount to the credit of the customer. 
Some of it may represent items deposited (cash items for 
which credit has been given) but still in the process of collec- 
tion. If the bank in which this analysis is being made is located 
in Chicago and a check for $i,ooo drawn on a New York 
bank is deposited today, the customer’s balance will be in- 
creased by $1,000 today, even though it will be two days before 
the chec\ reaches New Yor\, is presented through the clear- 
ings, and paid. So for two days, while the $i,ooo is included 
in the customer’s daily balance, the amoimt is in the process 
(rf collection, and the bank has not received payment. This 
situation is true of all checks deposited that are not drawn on 
the bank itself. Such amounts are called the uncollected, or 
float, balances. Obviously, funds not yet collected cannot be 
employed in loans and investments and so must be deducted 
from the average daily balance to find the amount collected. 

Float will be considered in more detail in the discussion of 
the transit department in the following chapter. At this point. 
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it is necessary merely to understand what float is, and also to 
know that the length of time required to collect a check 
drawn upon some bank other than the one in which it is 
deposited has been estimated and included in tables, which 
are called availability schedules. These schedules show the 
number of days needed to collect checks drawn upon banks 
in other major cities, and in all states. 

There are two ways of figuring float for analysis purposes. 
One is to carry the amount imcollected in each daily analysis 
figure until by the schedule of availability it should be col- 
lected. For example, a $i,ooo item that requires four days for 
collection could be set up on the work sheet as an uncollected 
amount for four days; but since analysis is based upon the 
average balance, float, and collected funds combined, the sec- 
ond method is more commonly used. This method simply 
considers the $i,ooo item requiring four days to collect as the 
equivalent of $4,000 for one day — as it is from a float calcula- 
tion standpoint — ^and all items are reduced to a one-day basis. 
For example, the float on three items $1,200, $500, and $2,200, 
with respective availabilities of 2, 3, and 4 days, would be 
computed as follows: 


$1,200 for 2 days equivalent to $2,400 for one day 

$ 500 for 3 days equivalent to 1.500 for one day 

$2,200 for 4 days equivalent to 8,800 for one day 


$12,700 

Thus, instead of carrying each amount forward for the 
number of days, the total is used, and the average is foimd by 
dividing this total by the number of days in the analysis 
period. This method, of course, can be used only for analysis 
purposes, because actual uncollected amounts and not averages 
must be used in such cases as paying the check (discussed in 
Chapter IV). 
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One more step must be taken before the net loanable, or 
usable, balance is determined. Banking laws require certain 
sums to be set aside as reserves. In the case of Federal Reserve 
members, these reserves must be in the form of balance at 
the Federal Reserve bank, and they are not available for loan- 
ing and investment purposes. Therefore, the amount required 
for reserves and also the amoiuit of cash needed to be kept 
on hand for cashing checks, making up payrolls, and the like 
must be taken into consideration in arriving at the net loan- 
able balance. The analysis reserve percentage of 25% (shown 
in Figure 20) is based on these two factors; by deducting this 
percentage figure from the net available balance, the net loan- 
able balance is obtained. This represents the amount of each 
account that may be used in earning assets. 

/«come— The next series of calculations dekl with the in- 
come received from the use of net loanable funds, together 
with any income received directly from the customer. The 
estimated income from the use of net loanable funds is calcu- 
lated by multiplying the net loanable balance by the average 
interest earned by the bank (considering the interest received 
in relation to the collected portion of each customer’s deposit). 
Then exchange is added. In some localities a charge called 
exchange is made for diecks drawn on banks in other cities, 
the charge taking into account the expenses of collection. Ex- 
change charges are collected from the customer either at the 
time each check subject to exchange is deposited or at the end 
of the month for all checks that have been deposited. Since 
exihange charges constimte a direct income from the cus- 
tomer for services rendered, they are properly included as 
income in the analysis. Exchange charges collected are there- 
fore an o£Fset to the analysis cost of handling the items. Any 
other income is then added; such income may include special 
fees for currency services, collection department fees, and other 
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Account Analysis 

Month of 19 

1 

Average Daily Balance 


Less Average Daily Uncollected Funds 




Net Available Balance 




Less 25% Cash Reserve 




Net Loanable Balance 




INCOME 


Interest on Loanable Funds @ 2 } 4 % 




Exchange Charged 




Miscellaneous Income 




Total Income 




EXPENSE 


Transit Items @ per item 




Clearing Items @ 1 per item 




Checks on Us @ 3^ per item 




Deposit Tickets @ 6^ per ticket 




Currency Deposited @ 301^ per M 




Investment Cost $ per M 




Miscellaneous (itemize) 




Total Expense 






Total Income 




Total Expense 




Desired Profit A of 1% of Required Collected Balance 




Profit or Loss 




REMARKS 



Fxouke 20. Account Analysis Fokm 
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charges. The total of interest earned on loanable funds, ex- 
change received, and miscellaneous income is the income for 
the accoimt. 

Expenses are next calculated. The expense for each item 
handled or each transaction completed is established by the 
cost-finding method. To determine the expenses for the ac- 
count, the number of items or transactions handled is multi- 
plied by the respective unit costs. Thus, in the analysis form 
we observe that the cost of handling transit items is 2 cents 
each, clearings cents each, and so on. The information as 
to the number of items (called item count) or transactions 
comes from various sources. The number of “checks on us” 
and the number of deposits will show on the ledger sheet in 
the bookkeeping department; the amount of cash deposited 
will show on the deposit tickets, which also show the number 
of clearings and transit checks deposited. In gathering this 
information, sometimes each department or teller provides the 
analysis information from his own department; in other banks 
a separate analysis department gathers all the information. 

lliese cost calculations and the charges imposed as a result 
of them must be computed as carefully as possible. If care is 
not taken, the analysis will not be fair to the customer or to 
the bank and will thus defeat the very purpose for which 
analysis is established. The basis of analysis should be com- 
pensation to which the bank is justly entitled, and the favor- 
able reception of service or analysis charges by bank customers 
is primarily due to the fairness and justness of those charges. 

We are now ready to prepare a recap of the analysis form 
to see whether or not die account has been profitable. Total 
income less total expense (taking into accoimt the profit the 
bank believes it is entided to for the service) will show the 
profit or loss. 

Because of the difierences in results obtained by means of 
die flat charge, the metered service charge, and the analysis 
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method, a combination of the metered service charge and 
analysis method is often used. In accounts where the principal 
activity is the result of checks drawn, the metered service basis 
is very effective. In other accounts where the activity is greater 
and more varied, such as corporate and other business ac- 
counts, the analysis method is used. By such combinations the 
time and expense involved in analysis are not applied to 
accounts where such a procedure is unnecessary, but analysis 
is used for accounts when such a method is really the only 
one that provides a complete picture of the account. 

Summary — ^At the risk of repeating what has already been 
discussed regarding the objects and methods of analysis of 
accounts or of service charges, attention is again called to the 
fact that much of the success of these charges, from the stand- 
point of both profit to the bank and satisfaction on the cus- 
tomer’s part, depends upon a careful study of the situation in 
each bank, the establishment of standard charges, and definite 
provision for explaining to customers the fairness of those 
charges. 

The ideal situation is the complete analysis of all accoimts 
regardless of their size and activity, for by this method each 
account receives the same consideration. Many banks have 
hesitated to install complete analysis because of the additional 
cost which they felt would be incurred, but with modern 
methods and improved systems it is possible to accomplish a 
complete analysis of all accounts at a lower cost than the 
analysis of part of the accounts required only a few years ago. 

One of Ae Chicago banks completely re-equipped its book- 
keeping department with the latest machines, which included 
certain features that made it possible for the statement clerk to 
enter on a section of the statement sheet most of the figures 
for analysis purposes. The remaining figures were obtained 
from various sources. After a full year of trial, the bank dis- 
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covered that the same analysis force which analyzed i,8oo 
accounts with the old equipment could make a ioo% analysis 
of 10,000 accounts with the new equipment. This bank also 
found that it cost no more to handle the bookkeeping and 
account analysis for 10,000 accounts under the new system 
than it had cost to handle 1,800 accoimts tmder the old routine. 

Not only does this 100% analysis of accounts provide the 
complete information which was formerly lacking, but the 
service charges or analysis charges have been materially in- 
creased. From the standpoint of the bank’s customers, addi- 
tional good will has been created by the fact that every account 
is subject to the same degree of analysis, and customers there- 
fore feel that the charges which are imposed are carefully 
obtained and arc unquestionably fair and just. (Figure 20 is 
a reproduction of the form used by this bank.) 

Operation of the Analysis Department— Hot first step in 
analysis work is the assembling of the figures on the activity 
of each account to be analyzed. Next, these figures must be 
compiled on a daily basis during the month. Third, the figures 
are reduced to a daily average basis. Finally, the analysis is 
completed, the profit or loss ascertained, and the necessary 
charge ticl^ets (debits to accounts for services rendered) are 
made out and charged against the accoimts. 

In performing these tasks, the work may be done by a 
separate analysis department or by an analysis department 
augmented by the facilities of other departments. The follow- 
ing illustrations of analysis work in three banks have been 
selected because they illustrate these various methods of pro- 
cedure. In two of these banks an analysis department docs 
the major portion of the work. In the third bank a skeleton 
analysis department is all that is necessary because of the 
division of the work among other departments. 

In the first bank, activity figures (number of clearings. 
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“us” checks, and transit checks) are compiled by the receiving 
tellers for the deposits that have a small number of items. This 
information is noted on the deposit slips. The figures for 
deposits with more numerous items are compiled by the proof 
department. The deposit slips are then sent to the analysis 
department, and the figures are transferred to an analysis wor\ 
sheet. Currency figures (amounts of currency deposited) are 
indicated on the deposit tickets either by the receiving tellers 
or by a special teller for deposits consisting largely of cash. 

An analysis work sheet is headed with the name of each 
accoimt, using an addressograph plate for this purpose, and 
the month is stamped just below. At the left of the sheet there 
is a column with figures from i to 31, corresponding to the 
days of the month. The next five columns are used for listing 
the number of deposits, clearings items, transit items, cur- 
rency, and float totals; the seventh column is used for the 
average daily balance. All this information is posted from the 
bookkeeping department ledgers. 

On the twenty-fifth of each month, the figures from the 
work sheet are consolidated and entered on the account anal- 
ysis sheet. Other information, such as interest earned on 
loanable fimds, is obtained and entered. The analysis is figured 
from the twenty-sixth of one month to the twenty-fifth of the 
next, so that charges may go through on the current month. 

Charge slips are made out in duplicate upon the comple- 
tion of the analysis. One copy is used as a debit to the account, 
the other for department records. After this is done, the de- 
partment enters the analysis figures for the month on the 
account analysis record, which is a record of the analysis 
results, month by month, for the entire year. 

In the second bank, all analysis work is done by the anal- 
ysis department, which assembles the activity figures, float, 
and so on, directly from the deposit tickets. The analysis of 
the figures, the charges, and the make-up of the permanent 
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analysis record are handled the same way as in the first bank. 

In the third bank, a skeleton analysis force is used. The 
figures on number of transit items and clearings items are 
assembled by the distribution department. The bookkeeping 
department uses machines which are equipped for entering 
the analysis figures, in addition to the regular entries, on the 
ledger sheets and statements. This bank has a special state- 
ment form, perforated in the center. One half is used for the 
statement and the other half as an analysis work sheet. The 
figures obtained from the distribution department are entered 
by the statement clerk, as well as the number of “us” checks 
and deposits from the regular bookkeeping department. 

At the end of each month, the analysis stubs are torn from 
the statement and sent to the analysis department. On the 
back of each stub is a printed recapitulation form for die 
calculation of the analysis, similar to the account analysis sheet 
illustrated in Figure 20. An extra force of calculating machine 
operators is employed for two days at this time in order to 
complete all analyses. The charge slips are also made out by 
these operators. After the charges have gone through, the 
figures are entered on the account analysis record by receiving 
tellers during the first hour or so each morning when the 
window work is light. By thus using the facilities of other 
departments and tellers — distribution, bookkeeping, receiving 
tellers, and special calculators — ^the analysis department has 
been reduced to three members in contrast to the regular force 
of twelve used prior to the distribution of the duties. 

Inaugurating and Explaining Sendee Charges — ^In any dis- 
cussion of service charges, the maintenance of amicable cus- 
tomer relations must be considered. Many bankers have feared 
that charges, even though justified, would be resented by 
customers and that ill will and loss of business would result. 
This apprehension has proved to be much exaggerated. While 
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it is true that some business is usually lost when service charges 
are inaugurated, it is also true that the business lost is almost 
entirely Aat which has been improfitable and is therefore well 
lost. Customers as a rule do not object when a reasonable and 
scientific system of charges is established and properly ex- 
plained to them. 

Experience has proved repeatedly that a well planned, care- 
fully studied, and ably presented plan of reasonable charges 
will be well received and will become a steady source of income 
without appreciably creating ill will. The practice of a certain 
bank is given here to illustrate a successful procedure. 

In this bank emphasis is placed upon three angles of the 
service charge problem. The first is uniformity — ^the use of the 
same basis of charges to all customers. This fact, in itself, when 
clearly explained, makes the individual customer feel that the 
charges are fair and reasonable because they are uniform and 
not discriminating. This uniformity is emphasized by using 
printed service and analysis charge rates, which are given to 
each customer and are explained by representatives of the 
bank whenever possible. 

The second angle is that the customer, by his own regula- 
tion of his account, can determine what charges, if any, will 
be made. By the maintenance of balances in excess of the 
averages subject to charge and by the control of checks issued 
and of transactions made, the customer can absolutely control 
the cost to him of banking services. 

Suppose, for example, that the overhead on maintenance 
cost for a given bank is 50 cents a month for each account and 
that the gross income from earning assets in the same bank 
is at the rate of 3%. In order to earn the 50 cents a month, 
a loanable balance of $200 would be necessary, and a bodk 
balance of $250 might, after allowance for reserves and un- 
collected funds, provide the necessary loanable balance. In fact, 
many banks establish a schedule of average balances, checks 
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permitted, and the like, and the customer can readily see what 
he must do to avoid the service charge. Accoimts which arc 
completely analyzed can be regulated by the customer equally 
well. By noting the loss to the bank,* as shown by the analysis, 
and by determining the added collected balance that will pro- 
vide sufficient earnings to compensate for the loss, the cus- 
tomer can maintain balances which will eliminate analysis 
charges. Banks assist their customers in calculating the addi- 
tional balances thus required; this is constructive work that 
brings additional income to banks and creates satisfaction 
among customers. 

The third angle is that of customer contact. Every question 
on analysis and service charges is referred to one of the bank’s 
staff selected for the work. This arrangement insures complete 
and correct understanding on the part of customers since their 
questions are answered by trained and well informed repre- 
sentatives of the bank. Supplementing this direct contact, a 
copy of every analysis resulting in a charge is forwarded to 
the customer. As a result of well planned and well executed 
customer contacts, misunderstandings resulting from lack of 
information or from misinformation arc minimized. 

One more comment should be made. From the bank’s 
standpoint, to analyze every account may not be possible under 
existing conditions. Training and experience on the part of 
those who compile the final analysis figures enable them, with- 
out difficulty, to separate the unquestionably profitable ac- 
coimts from the doubtful or unprofitable ones, and only the 
doubtful and unprofitable groups are then analyzed. 

Bankers are always interested in profit figures, or at least 
they should be. In concluding this explanation of the purposes 
and methods of analysis, a siu-vcy made in 1934 by ffic Mid- 
Continent Banker^ of St. Louis, Missouri will serve to illus- 

^Thc Dollar Value of Service Charges, Mid-Continent Banker, November 1934, 
p 4, St. Louis 
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tratc, in dollars and cents, just what analysis and service 
charges mean to a representative group of banks. The survey 
embraced a study of 103 banks in the states of Missouri, Kan- 
sas, Illinois, Arkansas, Oklahoma, Indiana, Tennessee, Ken- 
tucky, Louisiana, Mississippi, and Texas. 

The study revealed that these banks had an average capital 
of $205,000, average deposits of $2,330,000, an average gross 
income of $95,000 a year, and an average total income of 
$8,600 from all service charges in the same year. 

The study also revealed that the average bank received 
9.05% of its average income from service charges, representing 
4.199^ on the average capital stock. 

A practice that results in an average income of 4.19% on 
the average capital stock of 103 banks can well be said to be 
a successful and profitable part of commercial banking. 

Pay-As-You-Go Accounts — One of the later developments 
in bank service charges is the adoption of a system, or systems, 
known as the “pay-as-you-go” accounts. While there is some 
variation in the maimer in which the systems are handled, 
their chief characteristic is that the depositor is not required 
to carry a stated minimum balance (or at most a small bal- 
ance), and the common objective of the various plans is to 
make a limited checking system available to people who are 
not able to maintain the balances usually required in check- 
ing accounts and who cannot afford to pay the usual service 
charges. 

In order to accomplish this objective, it is customary to 
impose a charge of 5 cents for each check issued and, in many 
cases, a similar charge for each deposit made. This charge 
is imposed in two ways — either by posting it to the accoimt 
every time an item is presented or a deposit made or by 
charging the customer 5 cents for each check when the blank 
checks are furnished him. 
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A Special committee of the Bank Management Commis- 
sion of the American Bankers Association ^ has made a study 
of these plans, and its findings are of interest not only to 
banks that contemplate introducing the pay-as-you-go plan 
but to those that have already adopted it. The results of this 
study showed that approximately half the banks using the 
plan imposed the charges by posting them to the books at the 
time the checks or deposits were received; the other half used 
the device of selling checks or checkbooks to their pay-as-you- 
go customers. Some of the significant favorable comments 
received from the banks reporting in the survey were: 

“The revenue from this type of account is important and 
desirable, particularly if we are able to handle this increased 
volume without having to add additional machines or per- 
sonnel and at the same time not impair the service rendered 
to our regular commercial depositors.” 

“A greater number of people in any given community are 
‘exposed’ to the influence of the bank and are made aware of 
the other banking facilities offered, such as foreign remittance, 
safe deposit box facilities, etc. . . 

“It helps a bank to retain those of its personal checking 
accounts who wish to close because of ‘service charge’ and 
‘minimum balance requirement’ policies.” 

“It opens up an entirely new field of prospective depositors 
for the bank. In the majority of cases, these people never 
would have had a checking account.” 

“The appeal is to an entirely new field, new customers. 
Works hand in hand with the small loan departments, and, 
with volume, is profitable.” 

“The advantages in a ‘pay-as-you-go’ checking account 
service are that it builds good-will and provides a means for 


2 Pay-As-You-Go Checking Accounts (Commercial Bank Management Booklet 
No. i8); Bank Management Commission, American Bankers Association, New York, 
1937* PP- 4, 5 » and 24 
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using excess capacity. If the plan is set up properly (as we 
believe ours is) there should be a substantial profit.” 

It follows that the plan also has features that may become 
objectionable unless properly guarded against. Some of those 
listed by the commission were: 

“Many of the reporting banks are laying themselves open 
to serious losses and embarrassment, because, in their efiort to 
acquire ‘volume’ (which is essential if pay-as-you-go service 
is to be profitable), they have adopted the unwise, and danger- 
ous, course of requiring no references from, or investigation 
of, prospective pay-as-you-go depositors. . . . The eflSciency, 
cleverness and organization of present-day forgery rings make 
more than a perfunctory investigation of new depositors nec- 
essary if serious losses are to be avoided. . . . 

“Far too many banks lack a real knowledge of their costs 
which is so essential to the proper and successful conduct of 
their business. ... It is obvious, therefore, that in consider- 
ing the statements made by many of these banks to the effect 
that their pay-as-you-go service is profitable, due allowance 
must be made for their lack of knowledge of their costs.” 

“The widespread adoption of the pay-as-you-go idea will 
tend to accentuate the dormant account problem. . . . 

“There is apparently no uniformity of policy with respect 
to the rendering of statements and cancelled vouchers to pay- 
as-you-go depositors; or with respect to the extent to which 
such depositors are privileged to avail themselves of the serv- 
ices of the banks.” 

It is evident that this new banking service has distinct con- 
structive good will and profit possibihties. The problem of the 
individual bank is to adapt the system to its own situation. 

Cost Figures as an Index to Departmental Efficiency — ^It 
often happens that information obtained for one purpose can 
be effectively used in other ways. Cost figures, for example, 
are used for purposes other than analysis. 
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In using the cost figures to determine the comparative eflS- 
dency of a particular department in two instimtions, a uni- 
form basis of duties must first be established. One bank may 
divide certain duties between two or three departments, or it 
may have a type of business that must be handled by certain 
systems, or the peak loads of the two banks may vary. 

Suppose that a comparison of the cost of handling an 
over-the-coimter deposit is to be made between the receiving 
teller departments of two banks. In one bank the tellers re- 
ceive, prove, and charge items directly to the transit, clearings, 
and bookkeeping departments. In the other bank, the proving 
and charging arc done by a proof clerk or proof department. 
Obviously, a comparison of receiving teller costs in the han- 
dling of deposits would be unfair, for a comparison of all costs 
coimectcd with the receipt of deposits must be made. In one 
bank this involves one department; in the other, two depart- 
ments are involved. If one bank is able to handle a substantial 
proportion of transits by the piece system — that is, by using 
the total of a batch received from a customer and passing it 
on without re-running the separate items — ^while another bank 
cannot do this effectively because of the nature of its accounts, 
the cost per item will vary greatly imless due weight is given 
to the difference in the type of work of the two departments. 

Here are the analysis figures of seven metropolitan banks. 


Cost per Item or Transaction 



Checks 

Clearings 

Transit 

Deposit 

Currency 

Bank 

on Us 

Checks 

Checks 

Tickets 

Handled per M 

A 

•03 , 

.01 

.02 

.07 

•25 

B 

.025 

.01 

.02 

.06 

•25 

C 

.03 

.01 

.02 

.07 

•25 

D 

.03 

.01 

.02 

.07 

•25 

E 

•03 

.01 

.02 

.06 

•25 

F 

.03 

.01 

.02 

.07 

.50 

G 

.03 

*01 

•02 

.07 

.30 
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In view of such uniformity, if bank H foimd its costs of 
checks on us to be $.05, for example, it would seem to indicate 
that the efficiency was considerably out of line. Investigation 
and study of such a discrepancy might result in changes in 
methods, systems, and personnel in order to bring about more 
imiform costs, increased effectiveness, and increased profits. 


Questions Based on Chapter V 

1. What regulations or agreements are necessary to exchange checks 
and setde balances satisfactorily? 

2. In what ways arc funds obtained for the maintenance of clearing 
house association operations? 

3. What agreements and regulations, in addition to those relating to 
the exchange of checks, arc often adopted by clearing house associa- 
tions? 

4. What are the divisions of the clearings department? What arc the 
principal duties of each division? 

5. By what authority do clearing house associations exist? 

6. What is the characteristic of clearings department records as com- 
pared with the records of other commercial departments? 

7. What arc the purposes of analysis of accounts? 

8. State the principal methods by which these purposes arc accom- 
plished. 

9* Why are combinations of these methods sometimes used instead of 
a single method to apply to all accounts in the same bank? 

10. Do you consider the application of analysis a relatively important 
operation? Why? 


Questions for Outside Investigation 

z. What other regulations besides those used in connection with the ex- 
change of checks have been adopted by your local clearing house 
association? 
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2* Is the clearings department of your bank divided into out-clearings 
and in-clearings sections? or is the work done by all members of the 
department? 

3. At what time does the exchange take place in your local clearing 
house association? 

4. Does your bank have a separate analysis department? or is the anal- 
ysis work done by members of other departments? 

5. What method is used by your bank in making service charges? or 
what combination of methods? 


Assignment 


From the following information, construct the individual bank 
sheets, the clearing house settlement, and the settlement accounts. 

The Clearing House Association of Erewhon consists of four banks. 
On February 24 these banks brought the totals for exchange, as noted. 


The First National Bank brought checks drawn on the 


Security State $1,017.05 

Merchants Trust 2,810.15 

Erewhon National 1,198.17 


The Merchants Trust Company brought checks drawn on the 


First National $2,815.16 

Security State Ij53i.io 

Erewhon National 90540 


The Security State Bank brought checks drawn on the 


First National $ 926.31 

Merchants Trust 3,105.04 

Erewhon National 

The Erewhon National Bank brought checks drawn on the 

First National $1,006.12 

Security State 743‘i8 

Merchants Trust 404.07 
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THE TRANSIT DEPARTMENT , 

The Purposes of This Chapter: 

1. To explain the function of the transit department and to contrast its 
methods with those of the clearings department. 

2. To investigate the methods of collecting checks on distant points. 

3. To show the means and devices for the transfer of funds by wire. 

clearing principle is the same in transit work as in 

JL clearings. The difference in application of the principle 
is that the clearings department collects cash items in the local 
area, while the transit department collects items outside the 
clearing area. Rules and customs in the collection of cash items 
have been developed by the banks and are so standardized that 
they are now practically uniform in all parts of the country. 
The Federal Reserve banks have definite rules governing their 
handling of items, and since by far the greater number of 
check collections in transit work are effected by means of the 
facilities of the Federal Reserve System, a uniform set of rules 
is automatically established. These rules are published in con- 
venient pamphlet form by each Federal Reserve bank, and 
copies are sent to the member banks in the district. 

While the principle of the exchange of chechj and settle- 
ment of balances is the same whether the exchange is national 
or local, the mechanics of operation in these two areas are 
quite di-fferent. Why the mechanics arc necessarily different 
may be most easily imderstood by a study of the contrasts in 
the nature of the items handled by and their method of treat- 
ment in the clearings and transit departments. 

All items handled by the clearings department through the 
clearing house arc disposed of daily, for they arc either paid 
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immediately or returned tmpaid. Settlements are therefore 
made daily for all items handled by the clearings department. 

Since unpaid checks are returned the same day, the records 
of the clearings department do not need to contain more than 
the barest identification of the items. In fact, simply the 
amount of each item included in a list of items going to the 
clearing house is sufficient. 

The items handled by the transit department, on the other 
hand, are disposed of only after varying lapses of time. Some 
will be paid (or unpaid) in one day, others in two, three, foxir 
days, and so on. Even in a collection schedule arranged by 
days, consideration must be given to variations due to Sundays 
and holidays; some items may require two business days in- 
stead of two calendar days for collection. 

Time schedules of collection (the length of time required 
for the collection of an item at the point of presentation) are 
reasonably accurate estimates based upon experience, but they 
are necessarily dependent on other factors, such as interrup- 
tions by storms or any accidents that delay the mails. For items 
of small amounts, a delay is of little moment, but with larger 
amounts, $500 and over, uncertainty of payment is a matter of 
importance. Ordinarily, a schedule of collection may be relied 
upon, but when severe storms delay the mails, the delay must 
be taken into accoimt. In the early part of February blizzards 
are often so severe that collections which ordinarily take only 
two days may still be en route after seven days. In February 
also widespread floods which completely demoralize transit 
routines are not uncommon. 

In local clearings an tmpaid check is returned the same 
day; hence the clearings department has available on the check 
itself all the information that is needed to complete the return 
of the item to the customer— in others words, the amount, the 
name of the bank upon which the check is drawn, the name 
of die maker, and the name of the indorser. Therefore, it is 
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not necessary to keep a detailed record of the information in 
any other manner. 

In the transit department the situation is altogether differ- 
ent. An item may be reported unpaid by telegraph, and action 
may be taken while it is still in the mail on the way back. It is 
the practice of Federal Reserve banks to wire non-payment of 
items of $500 and over. In order that the collecting bank may 
show which item is unpaid, a system of symbols is used to 
indicate the banks upon which items are drawn, the amounts, 
and the indorsers’ names. The transit department records 
which are used for reference purposes are simply dupUcates 
of the descriptions and instructions that accompany the checks 
sent out for collection. 

In transit operations, setdements also are more involved. 
In local clearings payment for all exchanges in one day is re- 
ceived in one sum. In transit setdements payments come 
through three main channels, as will be noted in detail later. 
The fact that some of the checks sent out on any day vsdll be 
paid in one day, others in two days, and so on, requires that 
a staggered record be kept so that only the funds due to be 
collected on a particular day will be considered as collected 
funds for that day. Clearings settlements are made immedi- 
ately and in one payment, while transit setdements are de- 
ferred and are made in many payments. 

There is another fundamental difference between the me- 
chanics of transit and clearing operations. All clearings checks 
go through the same channel— the clearing house association. 
Transit checks may go through four possible channels — ^the 
Federal Reserve bank of the district in which the bank is 
located, other Federal Reserve banks and branches, corre- 
spondent banks, and non-correspondent banks. 

Thus it is evident that the problem presented by transit 
operations is quite different from that of clearings. Although 
locally and nationally the same principle is followed in the 
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exchange of checks and settlement of balances, the operations 
of nationwide clearings are much more involved than those of 
local clearings. 

Factors of Transit Collection — ^Prior to the formation of the 
Federal Reserve System, arrangements for the exchange of 
checks and setdement were made entirely between the indi- 
vidual banks. An Albany, New York bank, for example, made 
special arrangements with the banks in Tonawanda and North 
Tonawanda, New York. Even though these communities were 
located near Buffalo, New York, an exchange rule was in 
effect on items coming from Budalo. The banks in Buffalo 
therefore sent items payable in Tonawanda and North Tona- 
wanda across the state to Albany, for the Albany banks, which 
were not subject to the local exchange rule, could effect col- 
lections at lower cost. Thus items payable in nearby centers 
went across the state and back again before presentation. Such 
extremely artificial and unnecessarily circuitous routing was a 
common feature of transit work before the inauguration of the 
Federal Reserve System. 

After the panic of 1907, the National Monetary Commis- 
sion was appointed to study the needs and requirements of 
the banking system of the coimtry. After a careful study, it 
reported, among other things, that the system used for col- 
lecting checks on out-of-town banks at that time was objec- 
tionable from several standpoints. The length of time taken to 
collect an item was much too long, the cost was excessive, and 
die roundabout manner of collecting was unsatisfactory. The 
system by its very nature required so long a time for collection 
that checks totaling large amounts were always in the mail, 
final payment was delayed beyond reason, and the funds in 
transit were of no use to either the banks or their customers 
for long periods of time. 

TTie modem transit department has the responsibility of 
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collecting items as promptly, eflSciently, safely, and economi- 
cally as possible. The volume of items handled by the bank, the 
l{inds of customers, the parts of the country upon which the 
deposited items are drawn, and many other factors determine 
what constitute proper transit facilities for each institution. To 
effect prompt collection, transit departments follow the most 
direct routing consistent with the volume of items. There may 
be variations in this direct routing made necessary by other 
factors. For example, it would be meflScient and cosdy to send 
a transit letter with two or three items through a separate 
source when with perhaps a slightly longer collection period 
they could be consolidated with 200 other items routed 
through some other channel. The three factors of cost, volume, 
and time are taken into consideration in establishing each col- 
lection arrangement, and the best results from the standpoint 
of prompt, efiScient, and economical conversion of items 
into collected and therefore usable balances are accordingly 
obtained. 

Transit Collection through the Federal Reserve System — 
A list of the facilities available to members of the Federal 
Reserve System was given in Chapter I. One of these facilities, 
direct use of the Federal Reserve check collection system, is 
concerned with transit collections. This nationwide system of 
exchanging checks and settling balances is of primary impor- 
tance to all member banks. Thousands of banks use tfiis facil- 
ity daily. It provides an extensive, economical, and convenient 
way of collecting checks for large and small banks alike. An 
idea of the importance of the Federal Reserve check collection 
system may be gained from a consideration of the volume of 
business handled, the number of banks involved in this nation- 
wide collection system, and the proportion of collections ef- 
fected through the Federal Reserve System in contrast to other 
channels. 
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In Chapter I it was pointed out that on December 31, 1938 ^ 
member banks held about 70% of the banking resources of 
the United States, that a total of 6,338 banks were members 
of the Federal Reserve System, and that these banks are lo- 
cated in all parts of the United States. The member banks, 
the twelve Federal Reserve banks and their branches, and the 
non-member banks which by agreement join in the par col- 
lection system (there were 5,635 non-member banks on the 
par list on December 31, 1938) together constitute a network 
^ interbank relations that provides the most extensive transit 
collection facilities in the world. 

The Federal Reserve check collection system is not the only 
collection agency employed by member banks, for the major- 
ity of banks make some use of correspondent banks. Some 
member banks, however, particularly the smaller banks, rely 
alm ost entirely upon the Federal Reserve System for the col- 
lection of items. 

The larger banks in metropolitan centers are likely to make 
extensive use of correspondent banks in the principal cities of 
the country, or to use the customers of their correspondent 
banks in connection with transit activities, but these metropoli- 
tan banks also depend to a great extent upon the Federal Re- 
serve facilities. In a recent inquiry of ten metropolitan banks, 
two reported that approximately 65% of their items were sent 
through the Federal Reserve check collection system, six esti- 
mated that to went through Federal Reserve chan- 
nels, one bank’s estimate was 80%, and the tenth bank’s 
estimate was 90%. 

The rules governing collection through the Federal Re- 
serve System, compiled in bulletin form, are sent to all mem- 
ber banks and to those non-members that are on die par col- 
lecdon list A typical bulletin on the collection of cash items 

^ Twenty-Fifth Annual Report of the Board of Governors of the Federal Re- 
serve System Covering Operations for the Year 1938, p. 33 
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contains the following sections setting forth the rules and per- 
tinent information: 

1. Items which will be accepted as cash items 

2. Terms and conditions of collection 

3. Special provisions regarding government checks and 
warrants 

4. Preparation of cash letters by sending banks 

5. Indorsements 

6. Uniform instructions 

7. Telegraphic costs 

8. Time schedules and availability of credits 

9. Instructions for paying and collecting banks 

10. Direct sending of cash items to other Federal Reserve 
banks 

11. Method of handling items 

12. How member banks may maintain balances. 

These rules, which arc definite and complete, enable any 
member bank to adjust its collection routine to conform to 
Federal Reserve practices and thus know just how and when 
the items will be available in collected funds for loans, etc. 

In the handling of transits, batches are charged through as 
one total when the checks in those batches are all drawn on 
the same point. A member bank may sort items on Philadel- 
phia, for example, into one batch and attach a memorandum 
showing the total of that batch. In handling the items, the 
Federal Reserve bank simply takes the total of the batch and 
sorts it through. Batches of two or more items are called 
“pieces” and arc so listed in the Federal Reserve figures. 

An idea of the extent of collection through the Federal 
Reserve System may be obtained from the figures contained 
in the Annual Report of the Board of Governors of 
the Federal Reserve System for the year 1938.* This re- 

* Twenty-Fifth Annual Report of the Board of Governors of the Federal Reserve 
System Covering Operations for the Year 1938, p. 53 
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port shows that the number of checks handled by the transit 
departments of the Federal Reserve banks and branches dur- 
ing 1938 was 1,098,115,000 and that the total amount of these 
checks was $232,090,217,000. 

The figures also give an approximate comparison of the 
use of money and the use of checks. The figures for currency 
and coin handled by the system for the year 1938, listed in 
the paying teller department study, are: currency received and 
coimted, $8,883,728,000; coin received and counted, $271,128,- 
000. The total currency and coin of $9,154,856,000, as com- 
pared with the figure for checks of $232,090,217,000 shows that 
approximately 3.9% of the volume handled consisted of cur- 
rency and coin. (A comparison of these activities for the years 
1934 through 1938 is shown in Table VI of the Appendix.) 

A brief description of the transit department of one of the 
Federal Reserve banks will illustrate the operation of the Fed- 
eral Reserve collection system. 

Incoming checks are sorted to eighty sections. Each section 
re-sorts the items, prepares the transit letters, and sends out the 
checks for collection. A different colored sheet is used for each 
state in the district. Each section balances the total of the day’s 
work and reports to the main transit department. 

During the first six months of 1937 this Federal Reserve 
bank handled 62,430,219 pieces totaling $13,078,076,004. Esti- 
mating the separate checks handled for this period on the 
basis that the number of checks would exceed ^e number of 
pieces by approximately 50,000 a month, the total checks 
handled during the six months approximated 362430,200. 

Transit Collection Channels — ^As already indicated, there 
are four main channels through which the transit department 
collects items: (i) through the Federal Reserve bank of its 
own district, (2) through other Federal Reserve banks and 
branches (this is done by sending the items direct to these 
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Other banks and branches and is called direct sendings), (3) 
through correspondent banks, and (4) by direct collection 
from the bank upon which an item is drawn. (When a special 
service is rendered by routing an item directly to the drawee 
bank instead of through Federal Reserve or correspondent 
channels, an exchange charge is usually made.) 

Federal Reserve Par Collection — One of the charges levied 
in the earlier methods of collecting checks was an exchange 
charge to cover the cost of postage and extra handling and 
other costs incident to the collection of items received through 
the mail — costs not involved in the payment of checks pre- 
sented at the paying teller’s window. This charge was de- 
ducted from the face amount of the check, and the balance 
remitted. If, for example, the exchange charge was 25 cents on 
a check for $100, the net amoimt remitted to the bank sending 
the item was $99.75. The determination of exchange charges 
was an arbitrary matter with the individual bank, and in many 
cases the charges far exceeded the reasonable expenses incurred 
for postage, handling, and maintaining accounts in reserve 
cities for the purpose of settling balances. 

In 1916 the Federal Reserve System adopted a method of 
collection without charge for all its members and for any non- 
members that cared to qualify and join in the arrangement. 
This is called the par collection system; it provides that a check 
drawn on any member bank (or other bank participating in 
the plan) and presented through a Federal Reserve bank must 
be paid at the face amount, without any deduction for postage, 
handling, or other costs — ^in other words, without an ex- 
change charge. The result of this arrangement is that the banks 
cooperate in par collection, and each has exactly the same 
privileges as the other member and participating banks. In 
effect, the Federal Reserve bank of each district has as corre- 
spondents the other eleven Federal Reserve banks, their 
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branches, their member banks, and non-member participants 
in par collection. 

Correspondent Bank^ Relations — ^Banks find it desirable to 
carry balances with banks in other cities for various reasons — 
because of the requests of their customers for drafts payable 
in those financial centers or because of the volume of collection 
items sent to a particular city or territory or for other reasons. 
Correspondent bank relationships are usually built up over a 
long period of time and result in the establishment of many 
reciprocal services beyond the purely mechanical collection of 
items. Credit information, investment assistance, operating in- 
formation, and many other valuable services are exchanged 
by the banks daily. When the Federal Reserve System was 
inaugurated, it was believed by many that correspondent bank 
relationships would decrease because of the requirement that 
all member banks carry their reserves with the Federal Re- 
serve bank of their district instead of with qualified corre- 
spondent banks as theretofore. This has proved not to be the 
case, however; correspondent bank relationships have con- 
tinued to expand and to become increasingly valuable to banks 
and bankers. 

There are two ways in which settlement for collections by a 
correspondent bank may be handled: (i) The correspondent 
bank may credit the account of the sending bank with the 
amoimt of the collection; or (2) the sending bank may deduct 
from the correspondent bank’s balance with it, after sufiScient 
time has elapsed for presentation and payment, the amount of 
the items sent for collection. 

Aside from collection through the Federal Reserve System, 
the relative importance of collection through correspondent 
channels and by direct sending to the banks upon which the 
items are drawn, varies gready among b anks . One factor in 
this variation is essentially a matter of policy; another, a mat- 
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ter of necessity. Many banks in the eastern part of the United 
States find it sufficient to supplement the facilities of the 
Federal Reserve System with a moderate number of corre- 
spondent points. This is particularly true in the districts where 
all, or nearly all, banks are upon a par basis. (One large met- 
ropolitan bank in the East, for example, uses approximately 
eighty correspondents for transit collection.) Most of these 
arrangements are reciprocal; the large bank carries accounts 
with these correspondents, which in turn carry accounts with 
the large bank. By agreement as to the time when the re- 
spective accounts will be finally credited with the items re- 
ceived, the transit work is effectively and economically accom- 
plished. In this case it will be noted especially that there 
is no charging of accounts, but credit each way is given as 
required. 

In territories where there are a large number of no par 
points or where it is customary to send a bank its own items, 
the procedure is quite different. In one western bank, for 
example, there are many charge accoimts, and smaller banks 
maintain balances with this metropolitan bank. The items are 
forwarded to them by the metropolitan bank, and the total is 
deducted from the accounts of the smaller banks. Collection 
in this particular territory requires numerous direct sendings 
to banks upon which the items are drawn. The direct collec- 
tions, or remittance points, are more numerous than the charge 
points, and both are more numerous than the reciprocal points. 
In fact, out of an average of 1,005 transit letters sent each day, 
709 are remittance letters; and of these, 232 are sent to banks 
that do not maintain accounts with the sending bank. Charge 
accounts total 196, while reciprocal accounts number only 29. 
The rest of the sendings are to the Federal Reserve banks and 
branches (37 in all) and to local coimtry points imder special 
arrangements. 

On the Pacific coast, one branch banking institution uses 
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die Federal Reserve System for practically all items except 
those drawn mi branches. Policies, conditions, volume of items, 
number of correspondent bank accounts — all these are factors 
which must be considered in determining which of the 
methods listed will be used most, and in what manner. 

Uncollected Funds, or Float — ^As we have already seen, in 
the interval between the time the customer deposits a check 
and the time it is actually collected, the funds it represents are 
not available to the bank for reserve or earning asset pur- 
poses, nor are they available to the customer for current use, 
although the customer’s account is increased by the amount 
of the check at the time of the deposit. That portion of every 
customer’s account which is represented by checks deposited 
but not collected is the uncollected balance in his account and 
is called uncollected funds, or float. 

Obviously, the bank must know what portion of every 
account is still uncollected, because uncollected funds cannot 
be used for reserve or earning asset purposes or be paid out 
to the customer until they become collected funds. Float is 
calculated in various ways, depending upon the total of un- 
collected funds and the number of accounts affected. 

A Federal Reserve bank carries a reserve account, for each 
member and a deferred account which is shared by all the 
members in the district. When a cash letter is received from a 
member, the amount of checks which cannot be paid that day 
is credited to the deferred accoimt. The acknowledgment 
states on what dates the various amounts of proceeds will be 
available. Copies of the acknowledgment — filed under dates, 
and by names of member banks — are used as ticklers. On 
the day the Federal Reserve bank receives payment for checks, 
the memt^r banks’ respective reserve accounts are credited and 
the common deferred account is debited. 

Commercial banks cannot employ this system effectively 
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except possibly for their correspondent bank accounts. While 
all member banks make more or less constant use of the Fed- 
eral Reserve check collection system, many commercial ac- 
counts have infrequent and small amounts of uncollected 
funds; hence it is impracticable to employ the dual system in 
use at the Federal Reserve banks. Such a duplication of ac- 
counts would make the additional accounting a burden. 

Since float is a result of transit activities, the transit de- 
partment often has the duty of figuring float for all accounts in 
the bank. Frequent reference to the records of the transit de- 
partment is made by the bookkeeping department in marking 
outstanding amounts, since the transit department records 
constimte the complete bank records of all outstanding cash 
items. 

The Transit Le«er— When items are sent out for collection, 
full instructions for the collecting bank must accompany them. 
A description ot each item also must be included for identifi- 
cation purposes. The form used for instructions and identifica- 
tions is called the transit letter (see Figure 21). The instruc- 
tions arc included in the printed portion of the form. Columns 
for listing the amoimts, the names of the banks upon which 
the items are drawn, and the names of the depositors of the 
items are arranged to conform to the equipment used in pre- 
paring the letter. Where special instructions must be added 
to the regular ones, or included as exceptions, the individual 
check is stamped or else a slip containing the special instruc- 
tions is attached to the check. How this is done will be ex- 
plained later in the text. 

When the transit letter alone is used, a complete descrip- 
tion of the items is included in the one record. Many banks 
now use the recordak for transit purposes. By sending a film 
record of the items, they are relieved of the necessity of mak- 
ing the transit letter a complete description. 
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General 

Instruc-* 

dons 


Lisdng J 

of 4 
Items I 


INSTITUTE TRUST CX)MPANY 
Erehwon, Illinois 




Sending 

Bank 


To A.I.B. National Bank 
Chicago 


<- 


Correspon- 
dent Bank 


Oct. 2, 1936* 


•Date of 
Sending 


We enclose for collection and credit the items listed 
below. 

Wire non-payment of all items of $500 or over, giving 
indorser. 

Do not protest items of Sio or under, or those bearing 
this stamp 

N.P. 

70-2020 I 

or similar authority of a preceding indorser. j 


John J. Jones, 
Cashier 


AMOUNT 

PAYER 

INDORSER 

10.00 

57-3 

22 

162.26 

57-14 

163 

13.01 

57-75 

*9 

17.76 

60-120 

242 

i 8.12 

60-120 

John Smith 

18.98 

60-113 

80 

19.10 

56-12 

170 

42.12 

58-1 

42 

301.36 


V 




Customers 
Who Depos^ 
yited Items 
with Send- 
ing Bank 


Banb at Which 
Items Are Payable; 
Numerical Numbers 


FiGDiiB 21, Teansit Lsttea 
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National Numerical System — Before adding machines were 
commonly used in banking, all transit letters were written by 
hand. The amotmt of an item, the full name of the bank upon 
which it was drawn, and the full name of the indorser were 
written on the form, and copies were made on a hand press. 
When the adding machine was introduced, some time saving 
was possible by the use of the machine for amoimts and totals; 
but the description still had to be recorded in ink by hand or 
on the typewriter. 

As time went on, the practice of using a number identi- 
fication of each bank upon which an item was drawn gradu- 
ally developed, and both the amount and the number of the 
drawee bank could then be listed on the adding machine in 
the same operation. Thus the use of a code number instead 
of the full name of the drawee bank resulted in considerable 
saving of time and expense. To simplify the procedure of 
identification, the American Bankers Association, through its 
Clearing House Section (now the Bank Management Com- 
mission), worked out the details of a plan for numbering all 
banks in the coimtry so that each would have a distinctive 
identification which could be used in place of the full name 
and location of the bank. The system is known as the national 
numerical system, or the numerical transit system. 

Under the National Bank Act, certain large cities were 
designated as reserve cities, and the banks in these cities were 
authorized depositaries for reserve funds of banks located in 
smaller commxmities. The American Bankers Association as- 
signed a number to each of these reserve cities, numbering 
New York City i and other cities, in the order of size and 
importance at Aat time, up to 49. The states were numbered 
from 50 up. Each bank was given a number, and the numbers 
of all banks in the country were listed in a numerical code 
book. For identification purposes, the number designating a 
city is followed by a hyphen and then the number assigned 
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to the bank. Thus, in the designation 2-4, the prefix 2 at once 
identifies the bank as a Chicago bank, and the name of the 
bank can be found by reference to the numerical code book. 

These numerical identifications have proved convenient 
and effective in the preparation of transit letters. As a matter 
of routine, a bank today has its transit number printed direcdy 
below the name of the bank on all forms in external use, in- 
cluding checks. In addition to the transit number, some banks 
indicate the Federal Reserve district in which they arc located, 
by placing the number of the district below a line drawn 
under the bank’s transit number. This additional numbering 
is an aid to rapid sorting. 

When a new bank is organized, it obtains a transit number 
from Rand McNally & Company, which is authorized by the 
American Bankers Association to maintain the records of out- 
standing transit numbers, to assign numbers to new banks, 
and to publish periodically a boo\ which lists all banks 
in the United States and their transit numbers. 

Availability Schedule — ^As we have seen, from the time a 
check is deposited until it has had time to be presented for 
payment at its destination, it is not available for banking uses. 
In order to know when, in the average course of business, 
a particular check has had time to reach its destination and 
be paid, schedules showing the average length of time re- 
quired to reach various collection points arc established. These 
schedules of availability (already referred to) are prepared 
for all states and major cities by each Federal Reserve bank. 
The following will illustrate how the time schedules are ar- 
ranged. 

Time Schedule of the Federtd Reserve Ban\ of St. Louis, Missouri 

Immediate — St. Louis 

One day after receipt (actual)— Little Rock, North Litde Rock, Chi- 
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cage, Kansas City (Kansas), Louisville, Kansas City (Missoxiri), 
Omaha, Cincinnati, Cleveland, Memphis 

Two days after receipt (actual) — ^Birmingham, Denver, Jacksonville, 
Atlanta, New Orleans, Baltimore, Boston, Detroit, Minneapolis, Saint 
Paul, Buffalo, New York City, Charlotte, Oklahoma City, Philadelphia, 
Pittsburgh, Nashville, Dallas, El Paso, Houston, San Antonio, Rich- 
mond; (business) Illinois,* Missouri* 

Three days after receipt (actual) — ^Los Angeles, Helena, Portland, 
Salt Lake City; (business) Arkansas,* Kansas,* Indiana, Iowa, Ken- 
tucky,* Nebraska,* Ohio,* Tennessee * 

Four days after receipt (actual) — San Francisco, Seatde, Spokane; 
(business) Alabama,* Connecticut, Delaware, District of Columbia, 
Florida,* Georgia,* Louisiana,* Maine, Maryland,* Massachusetts,* 
Michigan,* Mississippi, New Hampshire, New Jersey, New York,* 
North Carolina,* Oklahoma,* Pennsylvania,* Rhode Island, South 
Carolina, Vermont, Virginia,* West Virginia, Wisconsin 

Five days after receipt (business) — Colorado,* New Mexico, Texas,* 
Wyoming 

Six days after receipt (business) — ^Arizona, California,* Idaho, Mon- 
tana,* Nevada, North Dakota, Oregon,* South Dakota, Utah,* Wash- 
ington.* 

Special Instructions— The foregoing schedule of availability 
is based on the average and may be considerably upset by delay 
in the mails occasioned by floods, blizzards, and the like. Im- 
portant items, therefore, are subject to special instructions, in 
addition to the regular instructions contained in the transit 
letter form, and these special instructions are attached to the 
items concerned. Special instructions may be used to meet 
many situations. For example, in the transit letter shown in 
Figure 21, “wire non-payment” is limited to items of $500 and 
over. If any item under $500 is to be subject to a wire of non- 
payment, that fact must be individually noted, which is done 
by attaching to the check a slip with some such notation as 
''wire non-payment,'^ "wire payment," or "wire payment or 
non-payment" When the check has been presented, the bank 

* Except banks in cities listed in this schedule. 
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then knows immediately whether or not it has been paid and 
can advise its customer accordingly. A similar sUp can be used 
for “protest’ or “no protest" although it is more common to 
use a rubber-stamp notation to that effect on the item itself. 

Tracing — If a report on a transit letter is not received 
within the usual time, either by an advice of payment of the 
items listed in that letter or by reports on individual checks 
according to instructions, a tracer is sent out. The tracer merely 
calls to the attention of the bank to which the letter was sent 
the fact that a report has not been received. If the items in the 
letter have been received, presented, and paid or returned, and 
the original advice of payment has apparendy been lost, a du- 
plicate advice is sent. If, on receipt of Ae tracer, the bank finds 
that the transit letter has not been received, it notifies the 
sending bank immediately so that steps may be taken to locate 
the missing letter and items or to secure duplicates. 

Exchange Charges — are in effect in some localities 
so-called exchange charges, which are charges made by banks 
in those localities to their customers to cover (or partially 
cover) the cost of collecting items. These are not to be con- 
fused with the exchange charges previously mentioned, which 
applied to items received through the mail. Originally, these 
so-called exchange charges were estimated costs. The present 
tendency is to substimte cost analysis figures for exchange 
charges, but in cities where exchange charges still prevail, due 
allowance in the analysis of accounts is made for them, as 
noted in the preceding chapter. 

In some banks the receiving and paying tellers figure and 
collect exchange; in others this work is done by the transit 
department. 

Exchange charge schedules are generally enforced by local 
clearing house association regulations. 
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No Par Points— While by far the greater portion of the 
daily transit items, both in number and amount, can be 
handled through the Federal Reserve System on a par collec- 
tion basis or through correspondent banks on a similar basis, 
there are a number of smaller state banks in the country that 
are not members of the Federal Reserve System and that do 
not consent to the par collection arrangement. The collection 
of no par items is always a problem to the transit department, 
particularly because of the increased cost involved through ex- 
change deductions. Therefore, a bank which does not use the 
par collection facilities usually makes arrangements with a 
bank in a large city in the territory to handle its collections 
upon a uniform basis of cost to the sending bank. In the north- 
west territory between Minneapolis and the coast, for example, 
there are a large number of no par points, and the banks in 
Minneapolis and Saint Paul, over a period of time, have built 
up an excellent system of collecting no par items in that ter- 
ritory on a lower cost basis than is available to banks generally. 

Not only are no par items collected at less cost imder these 
arrangements, but they are collected more rapidly than is pos- 
sible by direct collection in other parts of the coimtry. Suppose 
that a bank in St. Louis makes arrangements with a bank in 
Minneapolis to handle all its no par items in the territory west 
of Minneapolis almost to the Pacific coast. The no par items 
are sent in a separate transit letter to the Minneapolis bank, 
which makes the collection and advises the St. Louis bank. 
The various exchange charges are paid by the Minneapolis 
bank, which in turn charges the St. Louis bank a flat rate per 
$1,000 of no par items collected, ranging from $2.50 a thou- 
sand (the minimum charge established by the clearing house 
association in Minneapolis and Saint Paul) upward. The cort 
of collecting no par items depends upon many factors, one (rf 
which is the use by the Minneapolis bank of the St. Louis bank 
for the collections of its no par items in the St. Louis territory. 
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The checks upon no par points must be collected through 
correspondent banks since the Federal Reserve banks will not 
accept tibem. As already stated, no par collection is much more 
of a problem in some parts of the country than in others. The 
Annual Report of the Board of Governors of the Federal Re- 
serve System Covering Operations for the Year 1938 states: 
“As will be seen from the table, all of the banks in the Boston, 
New York, and Philadelphia districts and all but two banks 
in the Cleveland district, were on the Federal Reserve par list 
at the end of 1938. At the end of the year the distribution of 
the number of non-par banks by States was as follows: Minne- 
sota 410, Georgia 254, Mississippi 175, Tennessee 169, Nebraska 
163, North Carolina 163, Wisconsin 161, Alabama 130, Arkan- 
sas 129, North Dakota 125, South Carolina 121, Iowa 108, 
Texas 105, Missouri 105, Louisiana 104, South Dakota 92, 
Florida 84, Virginia 45, and twelve other States 117.” ^ 

The par and no par situations by districts are as follows: 


INTERDISTRICT COIiECTION" SYSTEM 


Federal Reserve 
district 

Member banks 

Nonmember banks, other than mutual savings banks 

Dec. 31, 
1938 

Dec. 31, 
1037 

On par list 

Not on par list 

Dec. 31, 1938 

Dec. 31, 1937 

Dec. 31, 1938 

Dec. 31, 1937 

United States 

6,338 

6,341 

5,635 

rs,8oo 

2,760 

r 2,776 

Boston 

356 

357 

169 

169 



New York 

772 

776 

288 

r 290 



Philadelpliia 

65s 

65s 

258 

263 


. . . 

Cleveland 

624 

622 

617 

624 

2 

2 

Richmond 

406 

40s 

314 

r32i 

335 

1343 

Atlanta 

3*0 

324 

90 

94 

690 

683 

Chicago - . . . 

787 

769 

1,515 

1,568 

218 

220 

St Louis 

301 

392 

727 i 

762 

437 

436 

Minneapolis 

461 

469 

156 

171 

710 

722 

Kansas City 

734 

733 

964 

98s 

178 

177 

Dallas 

544 

547 

283 

288 

x6i 

161 

San Franciso) 

2W 

292 

254 

26s 

29 

32 


rRevised. 


Reference to the Federal Reserve districts shown on page 
tS, and to these figure will give the student an idea of the 
parts dE the country in which no par collection is a problem. 

* Twenty-Fifth Annual Report of the Board of Governors of the Federal Reserve 
- System Coverinit Operations for the Year 1938, p. 34. 
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Settlement— 'Thttc are four ways in which settlement is 
made for checks collected by the transit department. These 
methods will be described briefly. 

1. Payment by credit to the bank’s balance with the Federal 
Reserve bank of its district. All items sent through the Federal 
Reserve banks and branches are handled on the basis of the 
schedules of availability of the Federal Reserve banks. When 
items are received by the Federal Reserve bank of the district 
in which a member bank is located, or advices of sendings to 
other Federal Reserve banks and branches are received, the 
funds are transferred to the collected, or reserve, account of 
availabihty and are carried in a deferred, or transit, account. 
When sufBcient time has elapsed for payment of the items, the 
funds are transferred to the collected, or reserve, account of 
the member bank. Therefore, all items sent through the Fed- 
eral Reserve bank and branches of the district in which a bank 
is located or through other Federal Reserve banks and 
branches will ultimately result in a credit to the reserve accoimt 
of the member or participating bank in its own Federal Re- 
serve bank. 

2. Payment by credit to the sending bank’s balance carried 
at a correspondent bank when checks are sent to that bank 
for collection instead of to the Federal Reserve bank. 

3. Payment by deducting the amounts of the items from 
the correspondent bank’s account with the sending bank when 
sufficient time has elapsed for the collection of the items. 

4. Remittance by the collecting bank. In such cases the 
sending bank requests payment of the items by drafts drawn 
on banks in the larger cities. 

In settlements through the Federal Reserve System, the 
rules require a division of the items according to the time,, or 
availability, schedule. As the time schedule of the Federal 
Reserve Bank of St. Louis (shown earlier in the chapter) 
indicates, calendar days and business days are designate^* 
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Forms are provided for the convenience of banks in listing 
the item totals according to the cities or localities upon which 
the items are drawn, each list containing points with the same 
availability — one-day calendar points, two-day business points, 
and so on. These lists are sent to the Federal Reserve bank of 
the district in order that it may transfer the amounts in col- 
lection from the deferred, or transit, account to the reserve, 
or collected, account as they are collected according to the 
schedule of availability. These lists are also used by the transit 
department in order to make up the daily record of collected 
funds. 

In transit letters to correspondent banks, similar arrange- 
ments are made covering the availability of funds. Credit to 
the sending bank’s account or debit by the sending bank of the 
collecting bank’s balance is made according to these arrange- 
ments. 

Interdistrict Settlement Fund— An. exchange of checks, 
either through a local clearing house association or through a 
national clearings arrangement, requires a method for prompt 
and uniform settlement of the balances arising out of the ex- 
change. When the Federal Reserve System was established, 
the member banks, by means of the credits to their accounts in 
the Federal Reserve banks, were provided a uniform method 
of settling their balances. There still remained, however, the 
matter of settlement among the severed Federal Reserve ban^s. 

To effect this settlement, a store of gold, owned by the 
Federal Reserve banks, was placed in the vaults of the Treas- 
ury of the United States in Washington and was subject to 
control by the Federal Reserve Board (now the Board of Gov- 
ernors of the Federal Reserve System). The fund was orig- 
inally called the gold settlement fund, but as a result of the 
regulation of gold by legislation, the fund is now carried in 
terms of gold certificates without reference to dieir actual 
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value in terms of gold bullion; hence the name of the fund has 
been changed to the interdistrict settlement fund. 

At the end of each business day, each Federal Reserve 
bank wires to the board at Washington its position with regard 
to the other eleven Federal Reserve banks. This is done in the 
same manner that each individual bank in a clearing house 
association reports its position to the clearing house manager. 
The board makes a daily setdement for the entire system, 
crediting or debiting each Federal Reserve bank as necessary 
and transferring proportionate ownership of the interdistrict 
settlement fund as a result. In this way setdement is made for 
all checks collected through the Federal Reserve banks all over 
the country on a daily basis in one settlement operation, thus 
eliminating other inconvenient and expensive procedures, such 
as the shipment of coins or currency to effect payment. 

Preparing the Transit Letter — ^In order to identify the tran- 
sit items properly, both in the letter to the collecting bank and 
also for the records of the transit department, the amount of 
the check, the name of the bank upon which it is drawn, and 
the name of the indorser are shown for each item. The amount 
is easily listed, and the bank upon which an item is drawn is 
readily identified by use of the transit number; thus the in- 
dorser identification is the only requirement that presents a 
problem. By the use of symbols for the identification of in- 
dorsers, the work of the transit department is gready simpli- 
fied in this connection. 

Originally, the name of the indorser was written in full 
on the transit letter, and transit billing machines, which are 
combination typewriter-adding machines, continue to provide 
for this. Banks with a small number of transit items may still 
use this method, since the time saved in tising some other 
device may be too slight to be important. In most banks the 
full name of the indorser is still used occasionally, as devices 
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for identdiication of the indorsement do not apply in every 
instance. In large banks, however, the volume of transit items 
is so substantial that indorser identification codes or systems 
effect a substantial economy when used in place of the full 
written method. 

Several methods of indorser identification arc widely used. 
Two or more are often used in the same bank, one identifica- 
tion code being used for a particular class of items or for the 
department from which they come to the transit department, 
another code or codes being used in other cages or depart- 
ments. By this means an inside identification of the depart- 
mental source of an item is immediately established. 

Different methods of indorser identification are shown 
in Figure 21. These are typical of modern procedure and 
practice. 

Indorser Identification Systems — One way to identify in- 
dorsers by code is to assign numbers to customer accounts and 
to include the identifying number on the indorsement stamp 
issued to each customer. Identifications of this kind are listed 
for the convenience of interested departments. Such a number 
eliminates the necessity of having the name typewritten, is just 
as accurate, and is much more convenient and economical. 

This method is sometimes combined with the full written 
one; numbers are assigned to customers who deposit a large 
volume of transit items, and the name of the customer is type- 
written in cases where transit items are seldom deposited. This 
method is illustrated in Figure 21. 

Another form of identification used by banks is the alphas 
betic code for identifying unnumbered indorsers. This code 
simply substimtes a number for each letter of the alphabet, the 
numbers representing the initials of the depositor. For ex- 
ample, in the illustration of the transit letter (Figure 21), in- 
jstead of the typewritten name of John Smidi, a number might 
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be used, such as 1019, die first two figures (10) being the code 
for “J” aiid the second two (19) the code for “S.” 

Still another means of identification is the batch number 
method. As charges are made to the transit department from 
the proof, or distribution, department, the number of the batch 
or block in which the items were proved and charged is car- 
ried on as the indorser identification. 

In one of the leading banks in a southern city, a numbering 
machine system is used for identification. Starting with num- 
ber one each day, a deposit ticket and all items with it are 
given the same number, and identification of each indorser is 
thus made positive. 

An interesting use of a combination of systems, with in- 
ternal department identification, is that of one bank in which 
the customers are assigned numbers if their transit items are 
frequent and in volume, other customers of the commercial 
department being identified by alphabetic code. When a pho- 
tographic system is employed, the use of numbers to identify 
transit items is greatly simplified, since the photographic 
records provide detailed identification. 

Transit items received from the savings department are 
identified by a department number, and items received in mail 
deposits are treated similarly. This method makes it possible 
for any item to be referred to the department from which it 
came. 

In simplifying transit identification and description of 
items, some banks have arrangements with their correspon- 
dents to accept a straight list of the transits instead of a list 
with the usual identifications. This method can be used to 
advantage in some cases, but care must be taken to adapt it 
to the particular situation in which it will be effective. The 
Federal Reserve banks will not accept straight list transits, but 
require the identification of all items. 

Experience has shown that the use of indorser codes in- 
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Transit Block and Sort 
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creases the speed of preparing transit letters and results in 
greater accuracy in identification than is possible with the 
more detailed and slower systems. 

Transit Department Organization — ^Earlier in this chapter, 
the transit department’s general function was described as the 
prompt, efficient, safe, and economical collection of cash items 
that cannot be collected through the clearings department. 
The three factors of cost, volume, and collection time and the 
necessity for their coordination to efiect speed, accuracy, and 
economy in transit collections have also been discussed. In 
order to accomplish these aims, the work of the department is 
usually segregated on the basis of the necessary tasks. 

Figure 22 shows the organization of a large transit depart- 
ment, which is used as an illustration because the amount of 
work involved in the several tasks justifies the division of the 
duties into the groupings shown. The general arrangement of 
the chart will first be described, and then the work of the 
several groups will be discussed. 

Upon the transit manager rests the duty of maintaining an 
efficient department, equipped, manned, and organized to 
meet the transit problems of his bank. The personnel must be 
trained, and flexibility of both personnel and equipment to 
meet the varying demands at peak hours or on unusually 
heavy days must be assured. Costs of operations constitute a 
major problem for the transit manager, and arrangements for 
the collection of items are subjects for constant study. He is 
concerned not only with the internal efficiency of his depart- 
ment but also with interdepartmental efficiency— the correla- 
tion of transit operations with the operations of other depart- 
ments of the bank. 

The pay-of division, shown at the upper left-hand side of 
the dmt, keeps the records of outstanding and paid items. It 
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also prepares the daily record of settlements made (according 
to the schedule of availability) and balances with the general 
bookkeeper. 

At the upper right-hand side of the chart is shown the 
routing division, which studies collection routes and arranges 
those routes to meet the problems of the department most 
effectively. 

Just below the routing division is shown the correspon- 
dence division, which handles the large volume of correspon- 
dence and follows up pending matters. 

This transit department provides for sixteen sending divi- 
sions. In these divisions are the sorters, who divide the checks 
according to the manner and the routes by which they are to 
be collected, and the billers, who actually prepare the transit 
letters. Many of the workers are trained to be both billers and 
sorters and thus are used in whichever part of the work hap- 
pens to be heaviest. 

All these duties must be performed by the transit depart- 
ment, whether it be large or small. Often smaller banks will 
discover that through neglect of the principles of transit col- 
lection, they are not obtaining the most eflScient and economi- 
cal results, and it is in problems of this kind that they find 
the transit managers of their city correspondents of practical 
assistance. 

The portion of Figure 22 headed transit hloc\ and sort 
shows the flow of items and the redistribudon after the items 
reach the sending division. 

Transit Department Operations— Ixecas coming to the tran- 
sit department are charged and proved by use of the block 
system. In the department under consideration (Figure 22), 
the charge and proof is made by the central proof department. 
The items are immediately recharged to the geographical send- 
ing divisions after the first sort is made. 
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Sending DiViViom'— Each of the sixteen sending divisions 
collects items in a geographical area assigned to it. For ex- 
ample, one division collects all items payable in the Twelfth 
Federal Reserve District, consisting of the states of California, 
Oregon, Washington, Idaho, Nevada, Utah, and that part of 
Arizona included in the Twelfth Federal Reserve District. 
The Federal Reserve Bank of San Francisco has branches lo- 
cated in Los Angeles, Salt Lake City, Portland, Seattle, and 
Spokane; hence the division sends Federal Reserve transit 
letters to these six points. 

Correspondent banks in the principal cities in the territory 
are also used. The routing to these correspondents is arranged 
to obtain the most prompt and economical results in the cob 
lection of items drawn on banks in the vicinity of the corre-' 
spondent banks or in other territories quickly reached by well 
arranged transportation routes and schedules. Correspondent 
banks are of course used for the collection of no par items in 
the territory. The routing is determined by the routing division 
and is revised frequently in order that maximum efficiency 
may be maintained at all times. 

Where Federal Reserve banks are used for transit collec- 
tions, the procedure described in connection with the use of 
Federal Reserve check collection facilities is followed. Collec- 
tions arc listed according to the schedule of availability, and 
collection advices are mailed to the Federal Reserve bank of 
the district in which the sending bank is located (for all direct 
sendings to other Federal Reserve banks and branches), in 
order that credit to the bank’s reserve account may be made 
when the funds are considered available. 

After the items have been sent out for collection, the file 
copies of all transit letters are referred to the pay-off division 
for further action. Upon completion of the day’s work the 
sending divisions have no records to carry over and no out- 
standing items to account for. 
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Pay-00 Division — ^The pay-off division keeps an up-to-date 
and accurate record o£ all items paid, returned unpaid, or still 
outstanding (in the process of collection). In the case of a 
returned unpaid item, a notice is sent to the customer by mes- 
senger or by mail, and a duplicate of the notice is turned over 
to the bookkeeping department for use in deducting the 
amount of the item from the customer’s account. Current 
information on transit items is centralized in the pay-off divi- 
sion, which receives all wire notices of payment or non-pay- 
ment. By reference to the records of this division at any time, 
full information on the status of current transit collections can 
be obtained. 

Correspondence Division — While routine payments and re- 
turns are primarily the work of the pay-off division, many oc- 
casions arise when special and continued attention must be 
given to items or transit letters, and this requires special corre- 
spondence and follow-up work. The tracing of unreported 
letters or items, claims due to closed banks, delayed payments, 
and similar matters makes it necessary to give some items 
individual attention. This is the duty of the correspondence 
division, which receives from the pay-off division all matters 
requiring special attention. 

Since the sending divisions are operated on a daily basis, 
they are responsible only for items that are in preparation for 
collection. The pay-off division then carries the records for a 
short period, usually ten days or two weeks. Thereafter all 
items still open are transferred to the correspondence division 
for further action. 

Routing Division — So many variables enter into the prompt 
and economical collection of items by a department such as 
this one (which handles an average of 90,000 to 100,000 items 
daily) that a division, called the routing division, devt^es its 
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time exclusively to reviewing routing arrangements, con- 
stantly revising and readjusting them to better advantage. The 
routing division estabhshes all transit collection arrangements, 
designates the banks to be used, and schedules outgoing mail 
(in order to make connections that will effect saving of time). 
It is often possible to reduce the collection period at a distant 
point by a full day simply by an earlier mailing of the transit 
letters to this point— for example, by sending the mail to the 
post office by messenger to meet a post office deadline. Con- 
nections will then be assured. In such cases, definite instruc- 
tions are issued by the routing division as to the closing time 
for certain points, and mail for those points must be ready 
for the pick-up by messenger at the stated time. The sending 
divisions handle “specials” either by making up such letters 
before any others or by assigning a member of the staff to 
handle them. The arrangement adopted depends upon the 
amount and number of specials scheduled. 

Smaller Transit Departments— lr\ small banks the transit 
problem is comparatively simple. If the items handled amount 
to twenty or thirty a day, a single letter to a correspondent 
bank is all that is necessary. The correspondent bank sorts, 
routes, and follows the items and sends back an advice of 
payment or non-payment. 

In somewhat larger institutions, where the volume runs to 
300 or 400 items a day, several transit letters are sent to corre- 
spondent banks or to Federal Reserve banks. In a department 
handling this volume no subdivision of the work is necessary; 
the entire staff sorts, lists, and traces items and handles pay- 
ment advices and returns imder the direction of an officer of 
Ac bank. TTie more important matters and correspondence 
are referred to this officer. Segregating its work into a few 
groufu of states, the bank depends on its correspondents for 
further sorting and routing. 
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Many banks in the large centers have an arrangement 
whereby their smaller correspondent banks may route items 
through them as far as possible. For example, if a small bank 
has fifty items drawn on the San Francisco region, it prepares 
a transit letter to the Federal Reserve Bank of San Francisco 
and sends this letter to its city correspondent bank, which does 
no re-sorting but simply passes the letter on to the Federal 
Reserve Bank of San Francisco. In such cases, the form of 
transit letter of the city correspondent is used. 

Equipment and Personnel— Iti a small transit department 
the work is often performed by individuals from other de- 
partments after they have finished their regular work. Even 
the equipment used is often that required in other operations 
and adapted to transit work by means of devices which cari 
be added to standard equipment and by forms developed for 
transit use. 

In addition to the combination typewriter-adding machine, 
the photographic machine is often useful in transit work. The 
checks are fed into this machine, rapidly photographed, and 
thus completely recorded. The film, when developed, provides 
a full description of every item. When reference to a transit 
item is required, the film furnishes complete and imcontra- 
dictable information. Furthermore, it has the advantage of 
speed of recording, simplification of operation, and elimina- 
tion of more bulky records. The duplicate of the film is sent 
to the collecting bank as a transit letter. 

In order to meet the requirements of peak periods in large 
transit departments, flexibility of personnel is imperative. The 
sending division is an excellent example of this. Ordinarily the 
regular sorters can handle the distribution of the items into 
the sorting racks without difficulty, and the machine opera- 
tors, or billers, can easily handle the preparation of tranat 
letters. At times, however, when the sorting is heavy, machine 
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operators assist in this work; and when the work of sorting 
falls off, some of the sorters help run up the transit letters. 
In eadi of the sending divisions the work is so adjusted by the 
exchange of duties that a steady operation results. 

So diversified are the requirements of individual banks that 
to acquire a complete imderstanding of transit work, a sepa- 
rate smdy would have to be made of each institution. A bank 
located in a community of 10,000 population, with deposits of 
$1,000,000, may have a moderate volume of transits. In an- 
other locality of the same size, a bank with about the same 
deposit total may have among its customers a local manufac- 
turing enterprise that sells its products widely, and so the 
transit department must be organized on a more comprehen- 
sive scale. 

Many banks in larger centers find it advisable to run two 
shifts in the transit department, the nature and extent of this 
extra facility depending upon the territory in which the large 
volume of items is to be collected, the total volume, train and 
other transportation schedules, customer requirements, and 
other factors. 

So constantly are collection channels and time factors 
changing that review and revision of routings and methods 
must be made frequendy if speed and efficiency in collecdons 
are to be maintained. 

Transit Operations and While the transit de- 

partment receives no fees or other income direct from the cus- 
tomers of the bank and may be regarded as a non-income- 
producing department from an accounting standpoint, it is 
obvious that a well operated department will direedy increase 
inoKne, while a poorly operated department will decrease 
profits. Using the same personnel and equipment, a well or- 
ganized transit department can handle a larger volume of 
items dian can a less efficiendy operated department. Efficiency 
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reduces the per item cost and so enables the bank to make a 
profit on accoimts that otherwise might show a loss. A trained 
and flexible personnel makes it possible for the bank to take 
advantage of early or special mailings, with a resultant de- 
crease in the float. Any reduction in the time necessary to col- 
lect items converts the float (funds that are not usable) into 
collected funds available for reserves, loans, investments, and 
other earning asset uses. 

Special study of the prevailing mail-routing schedules is 
well worth while. Because of the limitations set by railroad 
lines and train connections, better time is made in many cases 
by using a circuitous route than by using the shorter direct 
route. To take only one of many examples, items going from 
a certain eastern city to another 150 miles distant are a longer 
time in the mails when they are sent directly than when they 
are routed through a third city 237 miles distant from the first. 
In a well regulated transit department one member will de- 
vote the requisite attention to mail routing and mail timing, 
and by the judicious use of both will decrease the time re- 
quired for collection. 

Commercial enterprises, faced with the problem of collect- 
ing checks in other parts of the country, often decide to be- 
come customers of a particular bank because of the advan- 
tages offered by the transit department of that bank, and con- 
cerns that are already customers are increasingly satisfied with 
the services of a bank that provides effective transit collections. 
Systems which are mutually advantageous are often devised 
for chain store customers and others with national collection 
problems. The reduction of direct or indirect costs to the cus- 
tomer creates good will, and the additional funds available 
increase the bank’s profits. Efficient and low-cost transit opera- 
tions may be a basis upon which to solicit substantial balances 
from concerns that otherwise have no reason to prefer one 
bank to another. 
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Group Clearance— Tiit Federal Reserve Bank of New York 
and the Federal Reserve Bank of Philadelphia have in recent 
years applied the clearing principle to an increasing degree 
through what is known as the group clearance plan. Under 
this plan, items drawn on banks within counties or trade areas 
in the district arc sent direct to the banks upon which they are 
drawn, instead of to the Federal Reserve bank or other cor- 
respondent for collection as formerly. A list of the sendings is 
sent to the Federal Reserve bank of the district, which is au- 
thorized to debit the balance of the bank to which the items 
are sent the day after they are forwarded and to credit the 
sending bank’s account. The old method often required two, 
three, or four days for the collection of checks at many points 
actually not far distant from the sending bank; the direct 
sending imder the group clearance plan often effects a time 
saving of two or more days. 

Each day the Federal Reserve bank sends to every partici- 
pating bank a notice of the debits and credits made during 
that business day. Banks that are not members of the Federal 
Reserve System can obtain the privileges of the group clear- 
ance plan by maintaining balances with the Federal Reserve 
bank for settlement purposes and by agreeing to the other rules 
of the Federal Reserve System governing the operation of the 
plan. 

The group clearance plan presents substantial advantages 
to the smaller banks in hastening presentation and availability. 
In one instance, which is typical of many, a bank sends all 
items or totals above $i,ooo direct to the clearance member. 
In a single day it is able to effect collection over a wide terri- 
tory as a result of the increased speed of presentation and avail- 
ability provided by the group clearance plan. Banks which 
have a fairly large number of transit items can make effective 
use of direct sendings under the group clearance plan and thus 
extend their transit activities. 
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Wire Transfer— The various channels through which de- 
posits are received were listed in Chapter III, and attention 
was directed to the facilities for the transfer of funds by tele- 
graph, particularly the services provided by the Federal Re- 
serve System to member banks in this connection. In addition 
to the Federal Reserve wire transfer system, the services of 
commercial telegraph companies are used extensively, and be- 
tween large centers some banks have their own private wire 
connections. Debits and credits to customer accounts, then, 
may be handled through these three channels — ^the Federal 
Reserve wire transfer system, commercial wires, and private 
wires. Between small banks and their city correspondents, be- 
tween commercial banks and Federal Reserve banks, between 
large commercial customers and banks, these wire transfers of 
funds are constandy being effected. The transfer is inexpensive 
and affords great convenience in providing funds immediately. 

Federal Reserve Wire Service— The Federal Reserve banks 
operate a leased wire system, a network of telegraph facilides 
which are rented from the commercial companies on an an- 
nual basis. This network of leased wires connects every Federal 
Reserve bank with every other Federal Reserve bank and 
branch and with the Board of Governors of the Federal Re- 
serve System at Washington. 

Member banks that wish to create balances or pay funds in 
other parts of the country without delay may do so through 
this wire transfer service without cost if the amounts trans- 
ferred are in even, or round, amounts (multiples of $100) and 
for the benefit of a member bank. If the funds transferred 
are in odd amounts or for some designated customer of a bank, 
the regular telegraph charge is made. These transfers are made 
to and from the member bank’s reserve account and are re- 
flected in the daily settlement of the Federal Reserve System 
through the interdistrict settlement fund. 
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In addition to the use of the Federal Reserve leased wire 
system on behalf of the member banks, extensive use is made 
of it by the Federal Reserve banks themselves for the many 
interbank messages and transactions that arise. Much of this 
use arises in connection with the activities of the system as the 
fiscal agent of the United States Government. 

The wire transfer facilities are also used in tracing transit 
letters and collection sendings. For example, the widespread 
storms prevailing in the early part of 1936 so delayed the mails 
that the Federal Reserve banks traced thoiisands of delayed 
letters by wist. 

Transfers of funds or other messages to banks outside the 
leased wire system are handled through the commercial com- 
panies on a cost basis to the member bank requesting the 
service. 

Code Wherever extensive use is made of telegraph 

facilities, code words are used for two impelling reasons: first, 
to make the message more brief and, second, to insure correct 
transmittal of instructions. Various codes are in use but the 
code developed by the American Bankers Association is used 
most frequendy. Code books which contain a key to the code 
words are printed and made available to the banks. Many large 
banks have their own codes which they use when wiring their 
correspondents. 

To illustrate how much a message can be shortened by the 
use of code, let us take the following example of a common 
banking message. “We credit your account $10,000, proceeds 
of your collection number 675.” In code, the message would 
read something like this: “Adamt abent corsair dent.” (The 
words used in this illustration are not actual code words.) By 
the use of a code, the words in the message have been reduced 
from nine to four. 

Code books are placed in the custody of an officer of the 
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bank or of the senior man in the wire transfer division and 
are carefully guarded so that they may not fall into the hands 
of imscrupulous persons. Each night the code books should be 
placed in the vaults. 

In order to be certain that the bank to which a wire is 
addressed has and uses a code book, the list of all American 
banks that use the A.6.A. code is consulted. If the bank to 
which the message is going does not use a code, the message 
is sent open — ^that is, in ordinary language. 

Operation of a Wire Transfer Division — ^Unless the volume 
of wires is substantial, the work of wire transfers will be 
handled by an individual in part time. Frequently an ofl&cer 
of the bank, perhaps an assistant cashier, will do this, coding 
outgoing messages and decoding incoming ones. A carbon 
copy of each message sent is filed in a permanent file. 

In banks where the volume of telegraph messages justifies 
a wire transfer division, one member of the division will be 
charged with the duty of coding outgoing messages and an- 
other member with the duty of decoding incoming messages. 
Debits or credits to accounts will be made by the manager of 
the division, and a copy of the debits or credits will be at- 
tached to the telegram of authorization. 

In some banks telegrams are sent by messenger to the com- 
mercial telegraph company for transmission. In other banks a 
telegraph operator is installed in the wire transfer department; 
all messages to the bank are relayed from the local telegraph 
ofBce direct to him, and all outgoing messages are transmitted 
by him to the local telegraph ofBce. 

For volume work, a machine that combines the sending or 
receiving of a message with the printing of the message has 
been devised and is widely used. TMs machine is similar in ap- 
pearance to a typewriter. Incoming messages are automatically 
printed on tapes, which are rapidly cut and pasted tm the 
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regular telegraph form by the operator. The ease of operation 
of these machines and the immediate reproduction of the mes- 
sage in printed form are of great convenience. In one of the 
Federal Reserve banks, for example, several of these machines 
are used in the wire transfer division. All work is divided into 
territorial groups, and each operator handles all messages to 
and from banks in the territory assigned to her. 

Care must be taken to verify the coding and decoding of 
messages, for large sums are frequendy involved in wire trans- 
fers. In the Federal Reserve wire transfer division referred to, 
a daily record of all messages sent to and received from the 
various points is kept. At the end of the day, the count of these 
messages is verified by checking the total involved with each 
Federal Reserve bank or branch from which wires were re- 
ceived and by checking the commercial messages with the 
local offices of the telegraph companies, to be certain that every 
message has been received correedy. 


Questions Based on Chapter VI 

1. What arc the main factors to be considered in transit collection? 

2 . What is the extent of the Federal Reserve check collection facilities? 

3. Name the four channels for transit collections. 

4. Briefly describe the par collection system. 

5 What is the purpose of a transit letter? What is meant by float? 

6. What is the national numerical system? What is an availability 
schedule? 

7. What arc no par points? Through what channel are items drawn 
on these points usually collected? Why? 

8. Discuss the chief methods used for customer or indorser identifica- 
tion. 

9. How do the records of the transit department differ from those of 
the clearings department? Why? 

10. What channels are used in the transfer of funds by wire? 
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Questions for Outside Investigation 

1. In your bank, arc most of the transit collections made through the 
Federal Reserve banks or through correspondent banks? to what 
extent? 

2. What is the transit number of your bank? 

3. What is the approximate daily volume of transit items handled by 
your bank? 

4. What method or methods of indorser identification are used by your 
bank? 

5. Is the transit letter form used by your bank similar to the one illus- 
trated or considerably different? If it is different, wherein does the 
difference lie? 


Assignment 

Last Friday, the Institute Trust Company of Erehwon, lUinois, 
numerical transit number 70-2020, forwarded a transit letter to its Bos- 
ton, Massachusetts correspondent, the Jones Trust Company. The gen- 
eral instructions on this letter were: “Collect and credit the items listed 
on the letter. Wire non-payment of all items over $500. Do not protest 
items under $15 or those marked N. P. 70-2020 or showing a similar 
authority of a preceding indorser.” The cashier of the Institute Trust 
Company is Harold R. Smith. The checks listed in this letter are as 
follows: 

$10 on the Beveral National Bank, Beverly, Massachusetts, deposited 
by Hayes and Hayes, whose indorsement number is 743. 

$2,046.10 on the First National Bank, Boston, deposited by Arthur 
Mann, indorsement number 81. 

$719.43 on the Waltham National Bank, Waltham, Massachusetts, 
deposited by Sam Oman, indorsement number 42. 

$1,864.34 on the First National Bank, Concord, New Hampshire, 
deposited by John Jones. 

$846.31 on the Second National Bank, Nashua, New Hampshire, 
deposited by Oscar Anders, indorsement number 73, 
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$992.42 on the Bar Harbor Banking & Trust Company, Bar Harboi^ 
Maine, deposited by Smith and Smith, indorsement number 1x6. 

$27.10 on the First National Bank & Trust Company, Bridgeport, 
Connecticut, deposited by J. V. Wansor. 

$185.06 on the Hartford National Bank and Trust Company, Hart- 
ford, Connecticut, deposited by Star Insurance Company, indorsement 
number 91. 

$72.04 on the National Bank of Commerce, New London, Connecti- 
cut, deposited by Northeastern and Southwestern Railway, indorsement 
number 545. 

$81.91 on the Merchants National Bank, Burlington, Vermont, de- 
posited by James J. Jimius. 

$142.04 on the Montpelier National Bank, Montpelier, Vermont, 
deposited by Main Hardware Company, indorsement number 27. 

$889.89 on the Merchants National Bank, Bangor, Maine, deposited 
by Stom and Adams, indorsement number 167. 

$404.04 on the New Hampshire National Bank, Portsmouth, New 
Hampshire, deposited by R. B. Deman, indorsement number 710. 

From this information, prepare a transit letter, giving instructions 
and listing and describing the items as in an actual transit letter. 

After this is done, again list the items, and opposite each item place 
the number of days the item would be outstanding if it were sent 
through the Federal Reserve bank of your district. 
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THE COLLECTION DEPARTMENT. THE SAVINGS DEPART- 
MENT. THE SAFE DEPOSIT COMPANY 

The Purposes of This Chapter: 

1. To explain the methods of handling collection items and the opera- 
tions of the collection department. 

2. To describe the duties and operations of the savings department. 

3. To explain the purpose of the safe deposit company and to show how 
its operations are performed. 

T he characteristics of cash items and of collection items 
were described and contrasted in Chapter III, and it was 
there explained why collection operations differ essentially 
from those relating to cash items. 

To review: Cash items are due on demand, they have no 
documents or papers attached, they are subject to simple and 
imiform instructions and can therefore be handled in batches; 
hence operating systems and methods for cash items can be 
based upon a large volume per person. Thus, in receiving teller 
department work, and to a greater degree in distribution, 
clearings, and transit work, a large number of items are 
handled per person, and mass production methods are ap- 
plied. The cost for each cash item handled is only a fraction 
of the cost for handling a collection item, which demands 
individual attention. 

The records required for cash items are much simpler than 
those required for collection items. In the clearings depart- 
ment the only record kept is a tape list (by banks) of the 
amotmts of the checks sent to the clearing house; in the tran- 
sit department a transit letter with its code devices is used; in 
the distribution department identification is made by amounts 
and deposit customers. The handling of collection items, in 

aSy 
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contrast, requires entirely different methods and systems, and 
the forms are more numerous and detailed. 

The basic operating difference may be summed up by the 
statement that cash items are handled in batches (even to 
passing on as a single total a batch of items drawn on the same 
point), while collection items require individual attention and 
cannot be handled in batches. 

Another difference between the operation of the collection 
department and other commercial departments is that relating 
to accoimting. In other departments, verification of department 
totals is made automatically through interdepartment balanc- 
ing. For example, checks deposited are first balanced between 
the customer and the bank, then between the receiving teller 
and the clearings, transit, and bookkeeping departments. Veri- 
fication is part of the transaction itself, obtained by balancing 
the total of deposits with the total of cash and checks received. 
The instant a deposit enters into the receiving department 
total, it becomes a part of the assets of the ban\ and must be 
accounted for. 

In the collection department, on the other hand, after the 
balance between the customer and the bank is made and a 
receipt is issued for the items left for collection, these items 
do not go through any other department but are sent direct 
to correspondent banks or other collection agents. Except where 
advances are made against them, collection items are not 
credited until they are actually paid; they do not appear as 
bank assets during the collection period and are charged no- 
where except in the records of the department or in supple- 
mentary records kept for audit purposes. (The problem of 
auditing collection department work will be discussed in con- 
nection with the subject of auditing in a later chapter.) 
Throughout the study of the operations of the collection 
department, the difference in the balancing of collection work 
should be kept in mind since it accoimts for the fact that many 
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of the records of this department are not found in other 
departments. 

Duties of the Collection Department — The collection de- 
partment is charged with the duty of collecting items (not 
drawn on the bank itself) that cannot be reached through the 
clearings and transit departments. Collection items which are 
not credited until payment is actually received by the bank 
constitute the principal items handled. The collection depart- 
ment also handles “cash collections,” items for which imme- 
diate credit is given but which require special handling by the 
collection department; in addition, it collects coupons and 
bonds which require special attention because they are payable 
to bearer. 

The collection department must be so organized as to be 
able to handle promptly, safely, and economically all items 
that come to it. The department must be particularly certain 
that full instructions accompany all items sent out or received, 
in order that errors which might prove costly may be avoided. 
It may be regarded as a first principle of collection procedure 
to obtain full and complete instructions regarding each and 
every collection item, whether that item is received from a 
customer at the window or through the mail, and whether 
it is to be collected locally or in some other town or city. 
Instructions for handling can come only from the customer. 
The item itself contains some information, such as the amount, 
the due date, the name of the maker, and the place of payment. 
In addition, the customer must give special instructions, such 
as those relating to the delivery of documents, the collection 
of interest in case of delayed payment, telegraphic advice, 
and whether credit is to be made to the customer’s account or a 
cashier’s check is desired in payment. 

For cash items a customer gives instructions simply by 
depositing the items subject to the rules of the bank. It is 
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understood that if any variation from the regular and routine 
instructions is desired by the customer, he must inform the 
bank just vtrhat he wishes. In collection work, in contrast, 
while general rules and regulations prevail, the treatment that 
may be desired for items of the same type varies so widely 
that definite instructions must be furnished with each item 
presented for collection. 

Most of the collections received by mail come from other 
banks, and full instructions are given in the accompanying 
letters. The collection department issues a receipt immediately 
for each item entered for collection. For over-the-coimter col- 
lections, tKb teller often uses a receipt form instead of entering 
the amount and his initial in the collection section of the 
passbook. On this receipt form (written in triplicate) the 
teller describes the collection and lists the instructions. The 
original of the form is given to the customer as a receipt; 
one copy serves as the collection department record and the 
other as the auditing department record. These receipt forms 
are numbered consecutively, and they must all be accounted 
for. 

Many banks enclose an acknowledgment receipt form with 
collections sent to other banks, particularly with those which 
are not collectable the same day. This form is stamped and 
initialed by some member of the collection department of the 
bank receiving it and is mailed back. It serves not only as a 
receipt but, equally important, as notice that the item is in due 
process of collection. 

Kinds of Collection Items— Tht principal kinds of collec- 
tions handled by the department are as follows: 

I. Drafts 

a. To be paid upon presentation 

b. To be paid after a designated time 

c. To be paid upon the arrival of goods 
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d. With bills of lading attached, to be surrendered upon 
payment of the drafts 

e. With bills of lading attached, to be surrendered upon 
acceptance of the drafts 

f. With warehouse receipts attached, to be surrendered 
upon payment of the drafts 

g. With warehouse receipts attached, to be surrendered 
upon acceptance of the drafts 

h. With other documents attached, to be surrendered 
upon payment or acceptance of the drafts; and with 
securities attached, to be deUvered upon payment 

2. Acceptances 

a. To be paid 

3. Notes 

a. To be paid 

4. Real estate contracts 

a. To be executed 

b. To be paid 

5. Stock certificates 

a. To be transferred 

b. To be delivered against payment 

c. To be deposited with protective committees 

6. Bonds and coupons 

a. To be paid 

b. To be delivered against payment 

c. To be deposited with protective committees 

7. Mortgages 

a. To be executed 

b. To be paid 

8. Miscellaneous documents under escrow agreements 

a. To be delivered against receipt 

b. To be delivered against execution of agreements and 
so on. 

From this list it may be readily seen that collection items 
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vary greatly and are subject to instructions ranging from the 
simple to the complex. It is this latimde of collection facilities 
that makes the department so valuable to customers, for 
through its operations many transactions are executed for 
customers safely and promptly and at moderate cost. 

Departmental Divisions— W]ajA.e the work of the depart- 
ment can usually be conducted without subdivision of duties, 
and is so conducted in moderate sized banks, a large volume 
of items is handled more efficiently by separating the work 
into three main divisions, termed the coimtry collection, the 
city collection, and the coupon divisions. Sometimes the city 
collection division is designated as the note teller, or the sec- 
tion of the city collection division that handles notes and 
acceptances is so designated. 

The country collection division collects items payable out- 
side the local area — ^that is, outside the area which can be 
easily reached by messenger service through the city collection 
division. In country collections, extensive use is made of corre- 
spondent bank facilities, and a variety of reciprocal arrange- 
ments exists between a bank and its correspondents. The 
Federal Reserve System maintains a non-cash collection service, 
which is used extensively in addition to correspondent chan- 
nels. Some smaller banks use the Federal Reserve facilities for 
all country collection work. When a bank that is not a corre- 
spondent is used for collection purposes, payment for the 
items is requested in funds payable in the sending bank’s 
city, or payable in some other large center if the collecting 
bank does not maintain balances in the sending bank’s dty. 

The city collection division handles collection items pay- 
able locally (within a radius that can be easily reached by 
messenger service). Most of these items are due and payable 
on demand (such as sight drafts) or arc to be accepted on 
presentation. Others, such as time drafts, notes, and accep- 
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tances which are due within a few days, are entered for col- 
lection in advance of the due dates in order that the division 
may have ample time to send out the usual notices to the 
makers, drawees, or acceptors. Both those immediately due 
and those due within a short time are called regular collections. 

In addition to regular collections, there are those that con- 
sist of a series of collections to be made at regular intervals 
(generally monthly) for a period of a year or more. These 
continuing collections, frequently real estate contracts or simi- 
lar items, are called file collections. 

It is the duty of the coupon division to collect all coupons 
and bonds regardless of whether they are payable locally or 
in some other part of the country. 

Country Collection Division — ^After a receipt for a collection 
item has been issued to the customer and full and complete 
instructions have been received, the coimtry collection division 
proceeds to prepare a record of the item. A form which is 
widely used for this work is the fanfold or multiple form, so 
arranged that with the entry of the information on one form, 
from two to six carbon copies are made, thus giving a com- 
plete set of records for use in cormection with the collection 
both in and out of the department. The entries on the form 
are verified as soon as the collection has been recorded. Since 
the information is identical on all forms, verification of one 
form verifies all. 

As may be seen from the detailed description which fol- 
lows, these forms are devised to cover all the steps required 
in the process of collection from the initial recording of the 
item to final payment. 

The first copy of this form serves as the letter of transmittal. 
It contains such information as the following: the name of the 
party to whom the item is to be presented, the kind of item, 
the maturity date, a notation of ^e documents attached, the 
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amount of the item, the name of the bank through which 
liie collection is being sent, special instructions, and the name 
of the customer who left the item for collection. Each collec- 
tion has an identifying number, which is used in correspon- 
dence and in telegraphic communication, if necessary. The 
number is also useful in the audit procedure of the bank, since 
each collection can be checked by this means. The letter of 
transmittal is attached to the item sent for collection. 

The second copy of the form is used as a credit memo* 
randum after the item is paid and serves the same purpose 
as a deposit ticket. 

The third copy is used as an advice of credit; it is sent to 
the customer at the time the proceeds of the collection are 
credited to his account. 

The foiuth copy is the dehit form, which is used to charge 
the correspondent bank’s accoimt upon notice that payment 
has been received by it. This is the usual arrangement where 
the h ank to which an item is sent carries an account with the 
sending bank. 

The fifth form is the permanent file record; it is a com- 
plete record of the item from the time it enters the depart- 
ment until it is disposed of by payment or return. 

A sixth form is often used as an audit form and is sent to 
die audit department for verification purposes. 

An additional form may be used as a tracer if a prompt 
report on the disposition of the collection is not received. 

There are many modifications in the number and use of 
forms, depending upon the problems of the individual bank, 
the nature of its collection arrangements, the extent of the 
collection department’s activities, and the kinds of collection 
items handled. 

A typical collection department operation is shown in 
Figure 23. In this illustration the use of five of the forms 
described is indicated. 
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COLLECTION OPERATION 


V5 



Issued by collection teller 
to John Jones Company for 
item left for collection 



Letter of 

1 

Credit 

1 

Advice of 

■ 

Transmittal 

1 

Memorandum 

1 

Credit 

1 


Debit for 
Correspon- 
dent Account 


I 

Permanent 

II 

Record 


When pro- 
ceeds of 
payment 
are received 


Sent with 
item to cor- 
respondent 
bank < 


When credit 
is made, 
forwarded 


John Jones 
Company 


Date of 
payment 
noted, 
exchange 
charges, etc. 

O File 


Individual 
books for 
credit account 
of John Jones 
Company 


When payment 
advised, debit 
account A.I.B. 
Trust Company, 
New York 


A.LB. Trust 
Company 
New York City 
City Collection 
Division 


Presented by 
messenger to 


Party by 
whom pa3r^ 
able 


Country 
books 
or general 
ledger 

Numbers 2, 3, 4 ^ and 5 held by collection depart- 
ment until advice of payment is received from 
A.I.B. Trust Company, New York; then as above. 

If item is returned unpaid, numbers 2, 3, and 4 are 
destroyed; number 5 is marked “Returned unpaid,** 
and the date, and hied. 


FiGuaE 23. Collection Operation 
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City Collection Division — ^Thc city collection division han- 
dles all non-cash items payable locally. Most of them are 
received from out-of-town customers, particularly correspon- 
dent banks. Each item is entered on a fanfold form s imil ar to 
the coimtry collection form. One copy of the city collection 
form is used as an acknowledgment or receipt of the collec- 
tion, a second copy is used as a notice to the drawee or maker 
that the collection has been received, a third is used as a 
credit to the customer’s account, a fourth as an advice of 
credit, a fifth as the permanent record, and a sixth as an audit 
copy. 

Another form commonly used in the city collection division 
is the maturity tickler, which is filed by date and used as a 
reminder of the due date of a time item. 

In addition to the regular collection items, the city collec- 
tion division often has a large number of file collections. 
These, as already noted, are generally partial payment con- 
tracts in connection with real estate purchases or payments 
on mortgages. The amount due each month is calculated in 
advance. Often a duplicate schedule of these payments is 
furnished the person responsible for payment so that he knows 
exactly the amount due for each remaining payment. The 
teller then notes the payment upon this schedule as a receipt. 
A small fee is charged for each payment handled in connec- 
tion with file collections. 

Collection by While the file collections in the 

dty collection division, as well as some drafts, acceptances, and 
notes, are almost always payable at the bank, most of the 
items coming through the city collection division arc payable 
at other banks or business houses. These items arc presented by 
messenger. Messengers arc carefully instructed as to the action 
required for each collection. For instance, documents arc not 
left without payment or other action required by the attached 
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draft, except in cases where the bank is willing to assume the 
responsibility for leaving such documents on receipt. 

The position of the collection department may be readily 
appreciated by again recalling the essential difference between 
cash and collection items. While cash items are credited im- 
mediately to the account of the customer, it is understood 
(and so stated in the rules and regulations to which the cus- 
tomer agrees) that the credit is subject to final payment. 
Collection items, however, are not credited at the time they 
are left with the bank; when they are credited, it is under- 
stood that the items have been paid, and the customer is 
entitled to regard the payments as final. Therefore, the collec- 
tion department must be certain that it does not report or 
credit any payment until final payment has been received. 

Technically, in accepting payment in any form other than 
cash, the collection department assumes responsibility for the 
final payment of the check or other instrument received. In 
actual practice, therefore, only cash or certified checks are ac- 
cepted, unless the credit standing of the payer is unquestioned. 
This requirement is stated on the notice sent to the payer of 
the item. 

In certain cases, where the party upon whom an item is 
drawn is either a customer of the bank in good standing or a 
firm or individual known to be of imquestioned responsibility, 
the bank will accept in payment checks that are not certified, 
knowing that the risk is negligible. 

If an uncertified check is to be accepted in payment or an 
item is to be left on receipt, definite instructions regarding 
variations from the general rule are always given to the mes- 
senger. He should never make an exception on his own re- 
sponsibility. 

By ^ving definite instructions to the messengers, the col- 
lection department is assured of correct handling of all items 
and greatly cads proper presentation. The collection depart- 
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ment often assists the messenger force by informing the paying 
or accepting party by telephone that an item will be presented 
by messenger. This courtesy enables the party to consult his 
records and have the check drawn (in case of payment) before 
the arrival of the messenger, or to refuse action on the item 
immediately. Thus the party to whom the item is to be pre- 
sented is accommodated by advance notice, and the messenger 
work is made more effective by the elimination of delays that 
might otherwise occur. 

Coupon Collection Division — It is customary to credit bond 
and coupon payments only when the proceeds are actually 
received, except in the case of government bonds, some munici- 
pal bonds, and a few others where there is no question of 
prompt payment. The coupon division handles bonds and 
coupons for collection for the various departments of the bank, 
in addition to those handled for customers. At some periods, 
when the number of bonds and coupons maturing is large, 
the division will be extremely busy; at such times the coupon 
division is often assisted by other members of the collection 
department or by employees from other departments. When 
the work of the coupon division is light, the members of this 
division assist in the work of the other collection divisions. 
Departments (such as the trust department) which have a 
large amount of coupons and bonds to be collected assist the 
coupon division by sorting and listing the coupons and bonds 
in advance of die forwarding dates. Tlie coupon division then 
simply verifies the amounts, enters the items in the records, 
and forwards them for payment. Customers of the bank who 
make constant use of this division are also encouraged to 
cooperate by sorting and listing their items. 

A simplified form is used for the records of the coupon 
division, since the instructions applying to bonds and coupons 
forwarded for collection arc standardized. A coupon envelope 
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is used to hold the coupons or is attached to the bonds (see 
Figure 24). In the collection of these items, the coupon division 
often uses correspondents other than those regularly used by 
the country collection division, taking advantage of pardcu- 
larly good facilities. 


Item. — 

No.. 

Payable 



due .. 




due 

@ 

$ 


due 

@ 

-- $ 

Remarks 


- . Total - . 

- 


INSTITUTE STATE BANK 



Atlanta, Georgia 



Please Report Non-Payment Immediately | 







Figure 24. Coupon Envelope 


Collection Department Operations— la. some banks the 
volume of collections is so small that the work is performed by 
a teller in addition to his regular assignment. Suitable forms 
and records are used, and the collection routine follows much 
the same procedme as that described. In such banks items 
are usually sent to the city correspondent for collection or 
credit, or Aey are routed through the non-cash collection divi- 
sion of the Federal Reserve bank or branch. 

In somewhat larger banks a full-time collection teller is 
employed. He handles coimtry, dty, and coupon collections; 
and in some cases he also han^es the issuing of certificates of 
deposit, cashier’s checks, and bank drafts. 
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In large banks the work is divided into country, city, and 
coupon divisions (as already described), with subdivisions if 
necessary. 

The statistics of one large bank may be of interest since 
they show the extent of collection operations and the difierence 
between the volume of cash items and the volume of items 
handled by the collection department. 

The transit department of this bank employed 8i persons 
and handled on an average from 84431 to 112,613 items daily, 
or a daily average total per person of from 1,042 items on light 
days to 1,390 on heavy days. 

The country and city collection divisions of the same bank 
had a total of 31 employees; their daily averages of items 
handled were as follows: 

77 city notes 

8 miscellaneous transactions 
29 security payment and delivery transactions 
108 city and country security drafts 
418 other outof-town colleaions 

or a total of 640 items. This was at the rate of approximately 
20 collections per person daily. 

In the coupon collection division of the bank there were 
26 regular employees, with the addition of 20 special employees 
for two hours a day at rush periods three or four days each 
month. In point of time the extra help was about the equiva- 
lent of five full-time persons; so for purposes of comparison, 
it may be assumed that the force was 31 employees, instead of 
26 regular and 20 part time. 

This division handled an average of 37445 transactions a 
month, or 1,337 ® representing about 43 transactions per 
person daily. 

These figures show clearly the difference between handling 
cash items and collection items from an operating point of 
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view. The average number oiF items handled per person each 
day in the transit department is many times the average 
handled in the collection department. 

While the work of the department in most cases can be 
done by using the forms described and the methods and 
systems outlined, occasionally there are collections which re- 
quire instructions of so extensive or unusual a nature that it is 
necessary to supplement the forms with special letters of in- 
struction, written by the department manager or by an officer 
of the bank. 

Collection Charges— The. fees and charges for collections 
vary with the kinds of transactions handled, and many banks 
list their charges in bank directories in order to attract collec- 
don business. Security drafts are charged at rates based on 
the par value plus expenses, such as postage and insurance. 
Other transacdons are handled at rates agreed upon, or flat 
rates. Real estate file collecdons, for example, are charged 
at the rate of 35 cents for each contract and 10 cents for 
each payment in many instances. 

When the scope and efficiency of the services of the col- 
lecdon department and the ease with which customers can 
expedite their business are taken into consideration, it is little 
wonder that the fees charged are regarded as moderate and 
that frequent use is made of the collection department facili- 
des by all kinds of customers. 

Federal Reserve Collection Service— ^Dat non-cash collection 
service offered by the Federal Reserve banks operates in a 
manner similar to the collection department of the large 
commercial bank. The muldple form, maturity dcklers, tracers, 
acknowledgments, and advices of credit are used, as in com- 
mercial banks. There is one difference, however, that should 
be noted. 
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There is a par arrangement in Federal Reserve non-cash 
collection workj banks voluntarily agreeing to remit at par 
for collection items and in return receiving a similar service 
from other banks participating in the arrangement. Although 
preference is of course given to par points, collections are 
also sent to banks which do not enter into the arrangement 
but which make reasonable charges. 

While non-cash collection service is not as extensive as the 
par collection of checks, it is nevertheless a major facility, as 
the figures of the Federal Reserve System show. Exclusive of 
the collection of United States Government coupons, the total 
number of non-cash items, or pieces, handled in the year 1938 
was 6,389,000, representing a total of $5,321443,000.^ 

Collection Department Bdance—^'asii day, as payments 
are received, the collection department credits the balances of 
the customers or departments from which the items were 
entered for collection, deducting collection and exchange 
charges. The charges deducted are credited to the proper ac- 
coimts on the general books of the bank. In addition to 
accounting for these payments, the collection department at 
the end of the day accounts only for the cash charged to it 
by the head paying teller, and the day’s business is completed 
with no balance due to or from any other department. 

It is important, therefore, in the operations of the depart- 
ment that a balance be drawn within the department and that 
all transactions be readily audited. In departments where large 
amounts of collection items are outstanding at all times, the 
only way to verify tiicm is by audit procedure since they arc 
not reflected on the bank’s books during the period of collec- 
tion. This may be done in a number of ways— by requiring 
more than one member of the department to handle each item, 
by the use of numbered forms as a running audit, and by fre- 


^Scc Tabic VI, Appendix. 
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quent verifications to determine that the items are properly 
handled and accounted for. 


Savings Banks and Savings Departments 

The Nature of Savings Institutions — Savings banks are or- 
ganized to receive thrift deposits from people of moderate 
means, particularly salaried persons and wage earners. These 
deposits are received on a time basis and interest is paid for 
their use. The bank profits by the investment of a large por- 
tion of these deposits in mortgages and bonds of excellent 
rating. The difference between the income from the invest- 
ments and the cost of operating the department, including 
interest paid, is the principal source of profit for savings banks, 
as such banks do not provide other major banking facilities. 
The savings department of a commercial bank is organized 
for the same purpose as the individual savings bank althou^, 
with some exceptions (in Massachusetts, for example), the 
investment of the funds available through savings deposits is 
included in the general investments of the bank. 

In the eastern part of the United States there are a large 
number of these strictly savings banks, institutions that pro- 
vide facilities for savings but do not engage in commercial 
banking or trust banking. In Chapter I, under the subject 
of mutual savings banks, the extent of savings institutions 
was shown by the fact that in 1936 they had over ten billions 
of deposits and over fourteen million customers. They form 
a substantial part of the banking structure in the United States, 
and when deposits and customers of the savings departments 
of commercial banks are added, the importance of savings is 
still more obvious. 

Outside of New England and adjacent areas, savings facili- 
ties are provided to a large extent by the savings departments 
of commercial banks. The kinds of accounts in these depart* 
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mcnts and their methods of operation are similar to those of 
stricdy savings institutions. In fact, the savings department of a 
commercial bank is often operated almost as an individual 
banking unit from the standpoint of teller and other operating 
procedures, although, as before noted, the investment of the 
funds is commonly a part of the general investment activities 
of the bank. 

Characteristics of Savings Accounts — The ided savings ac- 
count is characterized by its inactivity in withdrawds and its 
gradud but steady increase by the mailing of regular deposits. 
persons of thrifty habits maintain savings deposits as reserves 
in anticipation of possible future needs or as a means of build- 
ing up a fund to meet specific future obligations — ^insurance 
premiums, mortgage payments, and the like. Since savings 
banks are designed to provide facilities for persons of moderate 
means, the maximum total allowed in any account is often 
limi ted to $2,500 or $5,000. The bank desires many accounts 
of true savings character rather than a smaller number of 
accounts of larger amounts that may not be thrift accounts. 
Recent national banking legislation and regulation provide 
for a strict definition of thrift accoimts in order to limit the 
use of savings privileges to those who are actually savings 
customers. These limi tations arc discussed further under “types 
of accounts” later in this chapter. 

A comparison of the operations of the savings department 
of a certain bank with those of the commercial department 
in the same bank affords an interesting study. The commercial 
deposits in this bank total $4,150,000 (in round figures), the 
savings deposits, $2450,000. The number of commercial ac- 
counts is 3,380, with an average balance of $1428 per account. 
The number of savings accounts is 13,583, with an average 
balance of $174 per account (this docs not include the school 
savings accounts which constitute a minor portion and are 
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handled in a special way, different from the regular savings 
routine). 

The commercial customers make an average of 533 de- 
posits a day, or at the rate of one deposit for each six accounts. 
The savings customers make an average of 135 deposits a day, 
or at the rate of one deposit for each 100 accounts. 

On an average, 2430 checks are paid against commercial 
accoimts by the bookkeeping department each day, 990 of 
which are received in deposits and 1,440 through the clearings 
exchange. The debits to the savings accounts average 105 
daily. With the exception of an occasional vdthdrawal received 
through the collection department, all savings withdrawals are 
made at the windows. In the commercial department, the aver- 
age of debits per account each day is between one and two, 
while in the savings department average is one for each 
accoimts. 

Translating these figures into operations, the commercial 
department of this bank has three receiving tellers, two paying 
tellers, a distribution department of three persons, and six 
employees in the bookkeeping department, all of whom handle 
deposits and checks. The savings department has a total force 
of four to handle deposits, withdrawals, and bookkeeping for 
the entire department. 

From this comparison, it can be seen that the problem of 
operating a savings department is very different from that of 
operating a commercial department and that savings accounts 
with their infrequent transactions lend themselves to methods 
quite different from those governing commercial accounts with 
Aeir great activity. The systems used in savings departments 
are designed to apply to relatively inactive accounts, and over- 
activity in even a small proportion of the accounts presents a 
disturbing problem. WiA overactivity, they cease to be true 
savings accounts and become commercial accoimts in reality 
(if not in name). 
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Overactivity also increases the expense of handling. The 
activity of a few accounts may seriously interfere with the 
service to other savings customers. As almost every savings 
transaction is cared for at the window, a teller must handle it, 
in contrast to commercial items which frequently come through 
other channels, such as in-clearings; therefore the per item 
cost for transactions handled by the tellers is greater in the 
savings department than in other departments. 

Correction of Overactive Accounts— Nzno\i& methods are 
used to eliminate overactive accounts. Interviews with custom- 
ers, suggested transfer of balances to the commercial depart- 
ment, and elimination of interest paid are among the methods 
used to place and maintain savings business on a proper basis. 

The use of the personal interview to e limin ate overactive 
accounts and to improve the business of the department has 
been fairly successful. In one instance service charges on com- 
mercial accounts in the locality had resulted in a substantial 
increase in the number of savings accounts, which were in 
reaUty commercial accounts used for current purposes and 
active in deposits and •withdrawals. As a result, the service to 
other savings customers was impaired and peak loads in the 
department increased, with a corresponding increase in per- 
sonnel. In short, expenses increased rapidly and profits de- 
clined. 

It was decided to try the interview method in an attempt 
to correct the overactivity of those accounts that were inter- 
fering with the efficient operation of the department. The 
average activity of all active savings accounts (as distinguished 
fxom the dormant accounts) was .25 withdrawals each month 
per account, or at the rate of one withdrawal per account each 
four monffis. The number of overactive accounts was 1,285. 
It was decided that the first time each of these customers made 
a depotit or a withdrawal after the segregation of the accounts 
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had been made, he was to be interviewed by the manager or 
assistant manager of the department. 

In the interview the overactivity was discussed, the reasons 
for the interview explained, and ways and means of improving 
the account suggested. After making the situation perfectly 
clear to the customer, the bank representative requested him 
to improve his account (to make it a true savings account) 
or else to transfer his balance to the commercial department. 
A record of each interview was made for the 1,285 customers 
interviewed; after an experience of four months these accoimts 
were reviewed and the following results tabulated. 

Monthly withdrawd activity per account 


First month after interview i^6 

Second month after interview 1.31 

Third month after interview 1.14 

Fourth month after interview i.io 


Even this steady improvement does not give the full 
picture of accomplishment. A more encouraging picture is 
presented by a classification of the accounts at the end of four 
months, which was as follows: 

Number Per Cent 


No withdrawals since interview 94 7.3 

Not more than one withdrawal in any month 246 19.1 

More than one withdrawal in some months 343 26.7 

Account still too active 310 24.1 

Account closed 292 22.8 


1,285 100.0 


While by number the accounts closed constituted 22.8%, 
by amount they represented less than 9% of the total of over- 
active accounts. Every account that closed had been unprofit- 
able to the bank. 
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Considering that all the accounts selected for interview 
and analysis were unsatisfactory at the start and were un- 
profitable to the bank, the result of the interview method was 
very good: 264% of the accounts were changed from over- 
active and unprofitable to inactive and profitable; 26.^% were 
greatly improved but were still somewhat too active, about 
breaking even in profit; and 24.1% were still too active. 

Savings departments often have rules governing overac- 
tivity, and if any accoimt exceeds the activity permitted, the 
customer is requested to transfer the account to the commercial 
department. 

Another device to discourage overactivity of accounts, and 
at the same time to increase balances, is to place a limitation 
on the interest paid. This is done either by eliminating inter- 
est payments on overactive accounts or by paying interest 
only when it exceeds a minimum amount (such as |i), or 
both. A few banks have also adopted service charges for sav- 
ings accoimts. 

The Passbook , — ^The use of the passbook as a complete 
record for the commercial department customer (a use now 
of less importance than formerly) was discussed in Chapter 
III. While the activity of commercial accoimts has to a large 
extent resulted in the elimination of the passbook for this 
purpose, in the savings department the passbook is still a 
duplicate record of the ledger account and constitutes the 
customer’s record of his transactions and balances. The nature 
of savings accounts and the methods of operation make the 
use of the passbook a satisfaaory procedure. Because of the 
relarive inactivity of savings accounts, one passbook will be 
sufficient for these entries for several years. The passbook must 
be presented when each transaction is made, since all deposits 
and withdrawals are recorded in the passbook. 

The average savings deposit consists largely of cash, and 
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only a few checks (if any) are deposited at one time. This 
makes the proving of the deposit and the entering of the new 
balance a task that can be rapidly and easily performed. A 



Figure 25. Savings Passbook 


recent survey of several savings departments showed the aver- 
age number of checks deposited to be approximately two for 
each three deposits. 
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Since each deposit or withdrawal and the new balance are 
figured and entered at the time of the transaction, the only 
entry that remains to be made is the interest credit (which 
will be explained later in the text). 

A savings passbook is illustrated in Figure 25. The rules and 
regulations pertaining to savings accounts are included in the 
first page or two of the book, just as the rules and regulations 
for commercial accounts are printed in the commercial pass- 
book. The entries made in the savings passbook take the place 
of both the passbook and the customer’s statement in the 
commercial department; receipts for deposits are given, with- 
dravpals recorded, and balances calculated, all in the one sav- 
ings passbook, as may be seen from the illustration. 

0/ Accounts — services of a savings bank or sav- 
ings department are designed to appeal to the thrifty person 
who wishes to build up an inactive reserve account. Therefore, 
corporation and other business accounts are not accepted even 
if they are time accounts, but they are referred to the certificate 
of deposit division in the commercial department. In fact, the 
regulations of the Federal Reserve System prohibit the ac- 
ceptance of corporation and other business accounts in the 
savings department, regarding such accounts as outside the 
“thrift” classification. Savings accounts, then, are primarily 
individual accoimts limited to those who may be considered 
as using the accounts for actual thrift purposes. Guardianship 
and trustee accoimts are subjected to careful scrutiny before 
they are accepted by savings institutions. 

“Time deposits, open account” represent another type of 
time accoimt and should be considered in connection with 
savings and certificates of deposit. These time deposits, open 
account are discussed in Chapter VIII. 

Individual accounts are those of one, two, or several per- 
sons— die individual account, the joint account, and the sur> 
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vivorship account. Limiting deposits in maximum amount and 
in activity, a savings bank or savings department has as its goal 
a large number of moderate sized inactive and steadily grow- 
ing accounts, and much help is given to individuals striving 
to build such accoimts. 

One type of savings account that is not found in the com- 
mercial department is the coupon account. 

The Coupon (or Club) Account— The coupon (or club) 
account is designed to assist the individual by establishing a 
regular plan of depositing fixed sums at regular intervals. This 
plan continues for varying periods, the most common being 
fifty weeks. At the end of the time the total saved is paid 
to the customer, with or without interest, according to the 
policy of the bank. 

The object of the coupon account is to enable the depositor 
to build up a fund over a period of a few months to meet 
extraordinary or unusual expenses that are likely to occur at 
the end of the time. Many banks find that these accounts re- 
sult in regular and satisfactory savings accoimts of a more 
permanent nature, as the customer develops thrift habits, finds 
that a regular schedule of thrift is less difBcult than he thought, 
and so learns to be a true savings customer. 

Coupon accounts are handled somewhat differendy from 
regular accoimts; no withdrawals are permitted and the addi- 
tion of fixed deposits makes it possible to figure the balance 
at various times in advance. Passbooks are not used; instead, 
a coupon book is issued with pages corresponding to the 
scheduled payments. As payments are made, two coupons cor- 
responding to the payment are stamped by the teller. One re- 
mains in the book as the customer’s receipt; the other is 
torn out and used as a credit memorandum. Another method 
frequendy used is a punch card system, by means of which 
the bank keeps a record of the account and the customer a 
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duplicate; both cards are punched whenever the customer 
makes a deposit. 

Christmas savings clubs, vacation clubs, and the like are 
names commonly given to coupon accounts. Mortgage prin- 
cipal or interest payments, insurance premiums, taxes, and 
many other annual bills that represent substantial outlays to a 
person of moderate income may be anticipated by using this 
system. 

Savings Department Records — ^The use and importance of 
the passbook have already been explained. The specimen 
signature cards used in the savings department are similar to 
those used in the commercial department. Since savings cus- 
tomers almost without exception are individuals, the card is 
also used as authority for the account, and information desired 
by the bank is entered on the back of it; thus the card often 
takes the place of the new accotmt sheet used in the com- 
mercial department. The savings customers should always be 
identified positively; therefore, if needed, specimen signature 
identification slips such as those used in the commercial de- 
partment may be required. 

The savings deposit slip is usually somewhat smaller than 
the one used in the commercial department, because of the 
fact that the average savings deposit consists of cash and 
seldom more than one or two checks. The number of the 
account, as well as the name of the customer, is entered on 
each deposit slip, and the records are sorted numerically rather 
than alphabetically. On some savings deposit slips space is 
provided for entering the new balance of the account as a 
result of the deposit or withdrawal, to be verified as the trans- 
action is posted on the ledger. 

In place of the checks that are handled in the commercial 
department, a receipt form, signed by the customer, stating 
that he has received the funds from ^e savings department^ 
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is used for withdrawals. This is not a draft; it is non-negodable 
and therefore cannot be used by others. If for any reason the 
customer wishes to make a withdrawal without coming into 
the bank, a regular form of draft is used and the passbook 
attached. About the only case where this procedure is likely 
to be followed is for transfers to other banks. It is rarely used 
for payments to third parties other than banks, since the regu- 
lations governing Federal Reserve and Federal Deposit Insur- 
ance Corporation members do not permit a direct withdrawal 
to be made to a third party unless that party is an agent of 
the savings customer. 

In addition to the number of the account and the new 
balance resulting from the withdrawal, space is provided on 
some withdrawal forms for the initials of the teller or clerk 
who verifies the signature on the withdrawal, pays out the 
funds, or enters the transaction on the books of the depart- 
ment. 

The bookkeeping or ledger records of savings accounts are 
kept either on sheets, one for each account in the department, 
or on cards. The transactions are posted by pen and ink or 
by use of a bookkeeping machine. Where the number of 
accounts in the department is not large, the ledgers may be 
alphabetically arranged; more frequently, and particularly 
where there are many accounts, the accoxmts are numbered 
and the ledgers arranged numerically. 

Savings Receiving and Paying Teller Systems — In the com- 
mercial department of the bank, the alphabetical, general cage, 
and unit teller systems are most commonly used. In the savings 
department two systems are generally employed, one com- 
bining features of the general and unit systems and the 
other combining features of the numerical and unit systems. 
They might well be called, respectively, the unit-general sys- 
tem and the unit-numerical system. 
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The unit-general system is fotmd to be satisfactory for a 
moderate number of savings accounts. The small number of 
items included in the average savings deposit makes it easy 
for the teller to do both paying and receiving without delay, 
and the moderate number of relatively inactive accoimts makes 
it possible for all savings transactions to be handled by one 
teller or one cage. 

The unit-numerical system is used in larger departments. 
Each teller handles a group of consecutively numbered ac- 
counts, both paying and receiving, such as accounts numbered 
from 50,001 to 100,000. 

In both receiving and paying transactions, the savings 
teller must have ready access to the bookkeeping division of 
the department, for in some departments the passbook is 
balanced each time a transaction is made. The bookkeeping 
division is located adjacent to the cages, and often each book- 
keeping unit is placed directly behind the cage handling its 
numbered accounts. 

The problems of savings department tellers are somewhat 
difFerent from those of commercial tellers. In the savings de- 
partment the verification of deposit totals is a simple matter 
and is most frequently done by the teller himself. The sorting 
and charging of checks to other departments is also a simple 
procedure, since the volume of clearings, “us” checks, and 
transit items is proportionately small. A receiving teller’s proof 
is used for balancing with the other departments. Currency 
must be counted and verified, just as in commercial depart- 
ment work, but the amounts are not large and the task is easy. 
Indorsements must be examined and the items looked over to 
be sure they are cash items, but this check-up is rapidly done 
sincx die items are few in number. 

Only in large savings departments or savings b anks is the 
block system ever used, for batch proof is of benefit only when 
the volume of kerns is very large. 
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From the viewpoint of the paying teller, the principal task 
in savings work is the verification of signatures on with- 
drawals or on checks that are cashed. In the commercial 
department the paying tellers encounter the signatures of 
customers in their groups so frequently that many signatures 
soon become well known to them. The reverse is true in the 
savings department; so seldom does the savings teller see the 
signatures of customers that he can become familiar with only 
a small number of them. It is a general practice of savings 
departments to have the signature verified (by comparison 
with the specimen signature on file) each time a withdrawal 
is made. 

Stale dates and post dates are no problem at all in the 
savings department. Since withdrawal requests ordinarily are 
filled out at the bank and cashed immediately, forgery and 
alteration are not so likely to be encoimtered as in the com- 
mercial department, where checks may go through many 
hands between the time they are issued and the time they are 
paid. 

When a savings teller is called upon to cash a check for a 
savings customer, he usually checks the balance in the cus- 
tomer’s account to see that it exceeds the amount of the check 
presented and at the same time verifies the indorsement of the 
customer by reference to the signature card. He then places on 
the ledger card of the account a notation of the amount of 
the check that has been cashed and the time it will take for the 
check to be collected, thus insuring that the funds in the 
account will not be paid out until the check has been collected. 
The savings account number and a stamp indicating the teller 
who cashed the check arc placed on the back of the check, so 
that if it is returned impaid, it can be referred to the proper 
savings division immediately. 

Many banks have adopted the policy of requiring a cus- 
tomer first to deposit an item presented for cashing and then 
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to make a withdrawal of the amount in the usual way. This 
method is preferable to cashing an item because it eliminates 
possible legal complications. There are many court decisions 
to the effect that deducting a returned item from the balance 
in an account is legal only // the item was actually deposited. 

Banks do not charge for this check-cashing service imless 
it is used too frequently or is used by customers who maintain 
small balances. In cities where exchange charges prevail, 
charges on transits are assessed by the teller on the same basis 
as in the commercial department. 

Cashier’s Chechj and Ban\ Drafts — Many savings custom- 
ers do not have any other bank accounts; therefore when they 
find it convenient or necessary to pay a bill by check, they 
purchase a cashier’s check or a bank draft. The methods used 
in handling requests for cashier’s checks and drafts vary. If 
the number of requests is not too large, the cashier’s check 
and draft division of the bank’s commercial department is used. 
If the number of requests increases in volume, a separate cash- 
ier’s check and draft division of the savings department may 
be established. 

The charges for this service vary. A flat charge of five 
cents or ten cents for each check issued may be made, or the 
charge may depend on the amoimt of the check or the size 
of the customer’s account. 

An analysis of the cashier’s service by one bank over a 
period of a year revealed that the proportion of cashier’s checks 
issued by Ae savings department to the number of with- 
drawals made during the same period was approximately one- 
diird. Another bank found the proportion of cashier’s checks 
and drafts issued to savings customers to be one-half the 
number of withdrawals. A third bank found them to be one- 
fourth. In all these banks charges were made for the service in 
order partially to pay the cost of the facilities. 
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Savings Department BoohXeeping — In the bookkeeping 
division of the savings department, each bookkeeper can 
handle a large number of accounts, since only a small per- 
centage of the accounts will have transactions on any one 
day. The figures of the savings department in a southern bank 
are typical. This department has 6,768 accounts. The average 
daily activity is 90 withdrawals and 102 deposits, which means 
that on the average 192 out of 6,768 accounts will be affected 
daily, assuming that each deposit or each withdrawal is for 
a different account. Reference to the discussion earlier in the 
chapter under “characteristics of savings accoimts” will illus- 
trate the point further. There the daily rate of deposits in the 
commercial department was given as i to each 6 accounts 
and the daily rate in the savings department of the same bank 
as I to each 100 accounts; in other words, about one-twentieth 
as many accounts were affected in the savings department as 
in the commercial department each day. 

This difference in the number of accounts handled makes 
possible the use of different ledger records in the savings 
department. In using either the ledger sheet with pen and ink 
posting or the ledger card or sheet with machine posting, 
one of two general methods is followed in savings bookkeep- 
ing. One method provides for the posting of both the passbook 
and the ledger at the time the transaction is made; the other 
provides for the posting of the ledger at a later time, even at 
the close of the day. The first method will be described and 
illustrated shortly. 

In savings department bookkeeping the problem of un- 
collected funds is slight; the ledger card is simply marked or 
tagged when necessary to indicate this and other “holds.” 
Stop-payments are almost unknown, for the customer’s pass- 
book or signed withdrawal slip is seldom in another’s hands, 
the only exception to the rule being in the case of a lost 
passbook. 
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Lost Because of the general rule that the sav- 

ings passbook must be presented with each deposit or with- 
drawal, if the passbook is lost the customer must sign a state- 
ment to that effect and provide an indemnity bond to protect 
the bank in the event the book reappears and a demand is 
made for funds by means of a draft or other order of the cus- 
tomer in the hands of the party presenting the passbook. 

When a passbook is reported lost and the indemnity ar- 
ranged, the ledger card of the account is immediately marked, 
and no payments may be made imtil the matter is adjusted. 
A period of time is allowed for the passbook to turn up, if 
temporarily misplaced. If the book has not appeared after this 
lapse of time, a new passbook is issued. This is done by closing 
the old account and transferring the funds to a new account 
vdth a new number; thus a very definite stop is placed against 
the withdrawal of funds by the use of the old passbook. 

Savings Department Organization and Operation — ^To il- 
lustrate savings department organization and operation, the 
savings department of a large city bank is taken as an example. 
Accounts are handled by numbers under the imit teller system, 
both paying and receiving being done by the same teller at 
the window designated for the group of accounts assigned 
to him, such as 251,000 to 300,000. 

When the customer presents his passbook, deposit slip, 
and items at the vwndow, the ledger card is removed from 
the file. (This card is similar to the one illustrated in Figure 
26.) The passbook is placed in position on one side of the 
posting machine, the ledger card on the other; the entry is 
then made on the keyboard and the machine operated, simul- 
taneously printing the transaction and the resultant balance on 
both the passbook and the ledger card. At the same time the 
machine records the transaction on an inside tape which is 
locked in a compaitment. This tape record is used by die 
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auditing department to check transactions and also by the 
savings department for daily balancing purposes. (In another 


TITLE OF ACCOUNT 

Number 

Date 

Withdrawal 

Deposit 

Balance 





INSTITUTE STATE BANK 


Figure 26. Savings Ledger Card 


bank, while the passbook and ledger card are both posted 
at the time the transaction occurs, each is posted independently, 
one serving to check the other.) 
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For withdrawals, the customer presents the passbook and 
a signed withdrawal slip to the teller. The signature is verified 
£rom the specimen on the ledger card, the passbook and card 
arc then posted, as in the deposit work, and the, withdrawal 
cashed. 

In this bank the ledger cards arc kept in the cage during 
the day for convenience in posting. In another bank which uses 
the same posting equipment, the ledger cards are located 
directly behind the cage, and the verification of signatures is 
made by the bookkeepers. 

"Baying Signatures — In some savings organizations, there is 
a separate withdrawal division, where the passbook and with- 
drawal slip are presented, the signature verified, and the cus- 
tomer then sent to the teller for the posting of the passbook 
and payment of the withdrawal. Sometimes the withdrawal 
division does the posting as well as the verification, and pay- 
ment only is made by the teller. Under another method the 
withdrawal division verifies the balance, and the teller checks 
the signature when the passbook and withdrawal slip are 
presented at his window. 

Occasionally a transaction which is unusual may be re- 
ferred to an authorized department officer for decision. 

Interest — Interest is calculated and paid on the accoimts 
periodically, often semiannually — January i and July i, for 
example. Interest periods are unusually busy times for savings 
banks or savings departments, for directly following the date 
for crediting interest a large number of customers present their 
passbooks to have the interest entered. 

The amount of interest is calculated by the use of tables 
designed for this work and is then entered on the ledger 
card. From the ledger card it is posted in the passbook. In 
both interest calculation periods and interest payment periods. 
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extra help may be needed in the department. Often a special 
counter force is used for a few days during interest periods, 
and all interest entries are made at the counter to relieve the 
regular tellers of this detail and enable them to wait on 
customers for the usual deposit and withdrawal transactions. 

There are two kinds of interest; one is called simple interest, 
the other, compound. With simple interest, the principal 
amoimt (the sum upon which the interest is calculated and 
paid) and the interest are accounted for separately. For ex- 
ample, in accounting for simple interest at 2% on $100 for 
one year, the interest would be $2, and the two sums would 
be set up and treated separately: principal, $100; interest, $2. 
Even if the $2 interest were left on deposit, the next year the 
calculation would be made the same way, assuming no changes 
in the principal amount by either deposit or withdrawal in 
the meantime. 

When compound interest is used, the interest is added to 
the principal and a new principal amount is created. The 
interest on fioo at 2% for one year, amoimting to $2, would 
be added to the $100 principal, and the new principal would 
be $102, upon which the interest for the next year would be 
$2/14. 

Although most banking transactions involving interest 
calculations arc on the basis of simple interest, in savings 
departments compound interest is the rule. 

Members of the Federal Reserve System and of the Federal 
Deposit Insurance Corporation arc subject to regulation of the 
m aximu m interest which may be paid on time accounts. Since 
savings accoimts constitute the greater portion of accoimts in 
the time deposit class, this regulation applies particularly to 
their operation. 

Methods Used in Cdculating Interest may be 

calculated in various ways; some are the result of bank policies. 
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Others the result of mechanical methods adopted. For example, 
some banks calculate interest only on balances that have had 
no withdrawals during the interest period; others make allow- 
ance for the variations and compute interest on the imdisturbed 
balance. 

In the mechanics employed there are similar variations. 
Convenient tables may be used, or interest may be figured 
mathematically by the teller, or calculating machines may be 
used. Often a force outside the department figures the interest 
and enters the results on the ledger sheets. 

Where savings accounts are in the main inactive, some 
banks calculate interest at the beginning of an interest period 
and then carry it along each time there is a posted increase or 
decrease, as the case may be. Thus on a balance shown in 
the account at any time, the interest calculation is based on 
the amount which would be credited to that account at the 
next interest period provided there is no further activity in 
the account. It is really a form of calculation of accrued inter- 
est in advance, but it serves the purpose of eliminating a 
tremendous amoimt of calculation and figuring at the close of 
an interest period. 

Other Services of the Savings Department — ^The officers and 
employees of the savings department have many opportunities 
to assist customers by referring them to other departments 
of the bank for facilities needed or desired, thus helping in- 
crease the business and the profits of the bank. Many savings 
customers have little knowledge of financial transactions; they 
do not know where to go for services that are well known to 
business men, and so they depend upon their only banking 
connection, the savings department, for advice and counsel. 

The savings department, through its officers and employees, 
can be of very direct assistance in promoting thrift by helping 
ojstomers to plan their expenditures, to budget their income. 
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and to adopt a definite and workable thrift plan. The promo- 
tion of thrift habits in school children through school savings 
plans is a fairly common practice of savings departments. Al- 
though these venmres are likely to cost more than the income 
received from the use of the funds deposited, nevertheless the 
efforts are considered well worth while from a public relations 
standpoint. 


The Safe Deposit Company 

Purpose of the Safe Deposit Company — A safe deposit 
company is operated for the purpose of providing facilities 
for the protection of the valuables of its customers. It is a 
special kind of warehouse for the storage of personal property. 
In this capacity, a safe deposit company is subject to the 
general standard required of a warehouseman; namely, that 
the customer’s property be accorded protection at least equal to 
that afforded the company’s own property. 

A safe deposit institution frequendy is a separate company, 
although in many cases it is a department of the bank. Safe 
deposit activities are so closely affiliated with banking facilities, 
however, that state and national laws recognize the natural 
connection and permit banks to own substantial amounts of 
stock in safe deposit companies. In addition to the safe deposit 
companies that are affihated with banks, there are many that 
have no such connection and operate solely for safe deposit 
purposes. 

In addition to the individual safes provided, safe deposit 
companies or departments provide storage facilities for articles 
of bulk. These storage facilities, in many cases, are the source 
of substantial revenue. 

In the years preceding and during the 1929-1933 depres- 
sion, many independent safe deposit companies came into 
existence as a result of two conditions. During these years 
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there were many bank consolidations, and often two or three 
institutions were combined in the quarters of one. Where safe 
deposit companies had been established in banking quarters 
that were no longer to be used, the business and equipment 
were frequendy sold to new companies, formed to conduct a 
safe deposit business only. Then too, safe deposit facilities 
originally operated by banks that failed were often purchased 
by companies formed for the purpose of conducting a safe 
deposit business, and the service to the community was con- 
tinued as a profitable venture. 

Sometimes in cities the owners of a large office building 
will organize a safe deposit company and establish it in the 
building, as a service to the tenants of the building and others 
nearby. The object, of course, is to obtain revenue and profit. 

The majority of safe deposit companies, however, are con- 
nected with banks and are usually located on the bank’s 
premises; thus they are patronized by the bank’s customers 
and sometimes constitute a source of income to the stock- 
holders. 

Responsibilities of Safe Deposit Companies— Thz respon- 
sibilities of the safe deposit company may be summed up in the 
single word protection. The company’s part of the contract is to 
provide this, and nothing is left undone in a well regulated 
safe deposit company to insure the utmost protection of the 
property of its customers. 

Vault equipment, alarms, and guards arc all part of the 
physical protection against robbery. Identification, access meth- 
ods, and verification of entries arc part of the protection against 
fraud. Both kinds of protection are equally essential. 

It is customary imder present routine to have the keys 
for an rmused safe deposit box sealed, the envelope containing 
them being identified only after the prospective renter has 
selected a box. A set screw is then released which discloses 
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the number corresponding with the number on the sealed 
envelope containing the keys. These keys are receipted for by 
the renter of the box. As a result of this procedure, it is not 
possible for a safe deposit department attendant to have access 
to the keys to a safe deposit box before it is rented. 

The customer also has his obligations. He must give the 
necessary information and authority to the company. By 
promptly reporting lost keys and by following the routine 
of access carefully, he does his part in assisting the company 
to protect his valuables. 

Equipment— 'Yh.t essential equipment of a safe deposit 
company consists of a vault, or vaults, with the usual time 
locks, alarms, and other safety devices. Within this vault are 
rows of individual safes, arranged in tiers and numbered. 
Inside each safe is a metal container in which the contents are 
stored. These individual safe compartments, or boxes, are 
equipped with two locks; one can be unlocked by a master 
key in the hands of a representative of the company, the other 
can be unlocked only by a key in the customer’s possession. 
Therefore, a representative of the company alone cannot un- 
lock the safe, and the customer alone cannot unlock the safe; 
both keys must be used simultaneously. In this way the cus- 
tomer is assured that the contents of his safe arc absolutely in- 
violable, and the company is assured that the safe cannot be 
opened unless proper access authority has been received. 

Properly operated safe deposit companies invariably use 
this method or a slight modification of it; in no instance does 
the company have any arrangement of keys that will permit 
any one connected with it to enter a box. In fact, when a box 
must be opened because the customer’s keys arc lost, or for 
non-payment of rent, or on court order, it is necessary to drill 
the locks. This is done only in the presence of reliable wit- 
nesses in order that there may be no question regarding the 
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contents of the box. If anything is found in the box, the 
contents are packaged and sealed in the presence of these 
vdtnesses, and the package is placed in safety until called 
for by the owner of the box or otherwise legally disposed of. 

In addition to these double-lock safe compartments, some 
safe deposit vaults have individual combination safes. The 
combination of the safe is reset for each succeeding customer, 
and the new combination is known only to that customer. 

Identification — Safe deposit companies are extremely care- 
ful to obtain positive identification of persons who represent 
themselves to be prospective customers. Moreover, since many 
customers visit the vaults only infrequently, their identifica- 
tion must be verified each time access to ;he safe deposit box 
is requested. 

The contract between the company and the renter of a 
safe deposit box contains a statement of the rules and regula- 
tions agreed to and of the rental; in addition, the form pro- 
vides for complete authority and identification. Those who 
are to have access to the box must file specimen signatures on 
the contract form and on the signature cards and also furnish 
the customary information regarding address, business con- 
nections, telephone, and other information that may be used 
for identification purposes, such as the date of birth, physical 
description of the renter, complexion, height, and weight. 
Special means of identification which may be used consist of 
the fingerprints of the customer and unusual personal in- 
formation, such as the maiden name of the customer’s mother, 
the middle name of the father, or other family names or con- 
nections that are not likely to be known to unauthorized 
persons. A code word known only to the company and to the 
customer is also frequently used. 

In smaller departments or companies where most custom- 
ers are well known, access by signature on the access slip is 
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all that is necessary, and from the access slip a record is made 
of the visit to the box. 

"Kinds of Accounts — ^The safe deposit company has the 
same kinds of customers as the commercial department and 
obtains its authority for the different kinds in the same way 
that authority is obtained for commercial accounts. Individual, 
survivorship, corporation, partnership, and trustee arrange- 
ments will all be found in a safe deposit company. 

Access Procedure— When a customer wishes to obtain ac- 
cess to his safe, he fills out a request slip and presents it to 
the person in charge of the identification records and signa- 
ture cards. The signatures are compared and a further veri- 
fication made if necessary. If the identification is satisfactory, 
the request slip is stamped with the time and date, initialed 
by the custodian to indicate satisfactory identification, and 
then presented by the customer at the grilled door of the vault. 
The customer enters the vault, and an attendant uses his pass 
key in conjunction with that of the customer to open the safe. 
The request is then filed as the company record of the cus- 
tomer’s access to the box. 

The owner of a box may arrange to permit access by a 
deputy to whom he has given authority. Although the deputy- 
ship ceases immediately on the death of the owner, it is 
always possible for either the deputy or some member of the 
family who is in possession of the keys to visit the box with 
a representative of the safe deposit company or department 
in order that an examination of the contents of the box may 
be made to ascertain whether or not it contains burial in- 
structions and also to obtain a copy of the will if one has been 
drawn. 

Separate rooms are provided for the use of customers in 
which they may examine the contents of their boxes in privacy 
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and safety. A record is kept of the use of each room so that if 
anything is found after a customer has left the room, it can be 
readily identified as his property. It is customary for an at- 
tendant to search the room immediately after a customer has 
finished using it, to see that nothing has accidentally been 
left behind. 

When the customer has examined the contents of his box, 
he returns it to the safe, and the attendant, using the two 
keys, locks the safe. Even when the safe is open and the 
contents are in the customer’s hands, his key should be always 
in his possession. 

Operation of a Safe Deposit Company — ^The following de- 
scription of the operation of a specific safe deposit company 
illustrates the general procedure that is used. 

This company has 4,678 safes, or safe deposit boxes, ranging 
from small ones (about 6" by 3" by 15") which are rented 
for $4 a year to large safes which rent for $20 a year. The 
average rental price is about $6. At the time of this survey, 
4,121 of the boxes were rented, with a gross income of $24,726 
a year. 

The contract signed by the customer contains approximately 
the information already mentioned. All authority forms, such 
as resolutions of corporations, are attached to the contract, 
which is filed under the customer’s name and cross-indexed by 
box number in a card file. 

When the contract is made, two keys are issued to the 
renter of the box, for which a deposit of $i is required. This 
deposit is returned upon the expiration of the lease if full 
payment for the term has been made and the keys are re- 
turned. A payment receipt, written on a register machine, con- 
tains the name of the customer, the address, the box number, 
the date of rental, the amount of rental paid, and the key 
deposit. This receipt is prepared in triplicate; the original is 
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given to the customer as his receipt, the first copy is filed 
in the company’s records, and the second is filed for audit 
purposes. 

In this company all the rentals have been adjusted to fall 
due on January i of each year, so that a maturity or rental due 
record is not necessary. In other companies, a simple card form 
is used for rental due dates, and the cards are filed in the 
order of the due dates. 

An entrance, or access, ticket must be signed by a customer 
in the presence of the vault custodian. The signature is verified 
by him from the signature card file, which is kept in a truck 
cabinet directly behind him. This cabinet is placed in the 
vaults at night. 

After verification of the signature and the use of any other 
identification, the custodian stamps the date and time by 
means of a time-recording machine, initials the slip, and hands 
it back to the customer as authority to enter the vaulL 

The customer hands the slip to the vault attendant, who 
unlocks the safe, using the customer’s key and his master key, 
and returns the customer’s key to him. When the customer 
replaces the box, the attendant locks the safe, again using 
both keys. The customer’s key is returned to him, and the 
entry slip is filed. 

In the safe deposit company, as in the commercial depart- 
ment of the bank, there may arise circumstances that will 
revoke the authority of the tenant. Death of the tenant, bank- 
ruptcy, attachment or other court orders, including inheritance 
tax law requirements, all must be carefully watched for and 
access to the box withheld pending receipt of proper authority. 

Whenever such holds occur, the contract and signature card 
are immediately tagged with the information, so that the cus- 
todian will not permit access to the box. In addition, by the 
use of colored buttons or pins inserted in the lock of die 
safe itself, the attendant is notified of the situation. In the safe 
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deposit company described, red buttons are used to denote 
unpaid rent due, black buttons for deceased tenants, green for 
legal proceedings, and white for mail returned. 

Ten days in advance of the rental due date a notice is 
mailed to the customer, and a return envelope is enclosed 
for his convenience in making payment. If this notice is unan- 
swered, a second notice is sent ten days after the due date, 
followed by a third notice one month after the due date. If 
these arc not answered, a final notice is sent, requesting the 
keys and stating that the box will be drilled if the keys 
are not returned immediately. 

When drilling is necessary for unpaid rent or lost keys 
or on court order, the opening of the safe is done in the 
presence of the vault manager, an officer of the bank, and two 
other witnesses. The contents, if any, are packaged and sealed 
in the presence of these witnesses and the customer’s name 
and safe number are placed on the package, which is then 
put in a special safe, subject to the control of two vault com- 
pany officers joindy. 

The cost of drilling and replacing the locks is by the 
contract billed to the renter, and the key deposit is applied 
on this cost 

Use of Safe Deposit Facilities— Tht customers of a bank 
find the use of a safe deposit company located in the bank 
building a convenient and inexpensive service. Valuable per- 
sonal property is thus kept safe from fire and burglary haz- 
ards; and stocks, bonds, mortgages, and similar properties are 
so located that they can be readily taken to the bank for 
coupon collection and other purposes. 

In some safe deposit companies a separate room in the 
vault is used for the storage of articles of larger bulk— trunks, 
chesty and so on. 
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Questions Based on Chapter VII 

1. What are the duties of the collection department? Through what 
divisions arc they generally exercised? 

2. In handling collection items, why is it necessary to adopt methods 
different from those used in handling cash items? 

3. For what purposes are the various parts of the mtiltiple form used 
in the country collection division? in the city collection division? 

4. From the standpoint of bank accounting, what is the nature of the 
difference between the collection department and other depart- 
ments? 

5. To what type of customer does the savings department appeal? 

6* What are the characteristic differences between savings accounts 
and commercial accounts? 

7. To what extent do these differences affect operations? 

8. To what extent does the use of the passbook in the savings depart- 
ment differ from its use in the commercial department? 

9. What is the purpose of the safe deposit company? 

10. What two kinds of protection arc afforded by such a company? 
How are they generally accomplished? 


Questions for Outside Investigation 

1. Is there a separate collection department in your bank? If so, docs it 
have divisions similar to those mentioned in the text? 

2. Does the department in your bank use a multiple form? If so, for 
what purposes arc the various parts used? 

3. If there is a savings department in your bank, how do the savings 
deposits compare with the commercial deposits in total amount? 

4. Is the alphabetical or numerical arrangement of ledger accounts 
used? What teller system is used? 

5. If there is a safe deposit company located on the bank’s premises, is 
it owned by the bank? How large is it? That is, how many boxes 
does the vault contain? Is the procedure similar to that described in 
the text? 
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Assignment 

1. Arthur R. Glade, a customer of the Institute State Bank, Chicago, 
Illinois, enters for collection on August 25, 1939 a trade acceptance dated 
May 18, 1939, due August 31, 1939, in the amount of $1,026.42. The 
acceptor is Smith and Brand, Inc., and the item is payable at the Blank 
National Bank, New Orleans, Louisiana. The New Orleans correspon- 
dent of the Institute State Bank is the Jones Trust Company. The Jones 
Trust Company carries a balance with the Institute State Bank. 

The acceptance is subject to protest, and the proceeds are to be 
credited to the account of Arthur R. Glade. The item is paid, and the 
proceeds (after exchange charges of $1.50 are deducted) are advised 
under date of August 31, the advice being received the next day by the 
Institute State Bank. 

Prepare facsimile collection forms, following the form used by your 
bank, and trace the transaction on a diagram such as that shown in 
Figure 23. 

Be sure that the collection is completely described, that full instruc* 
tions are given, and that you make clear all the steps, amounts, and 
so on from the time the collection is entered until final payment is 
received by the customer. 

2. On March 23, 1939 Institute State Bank receives for collection 
from the Jones Trust Company of New Orleans a sight draft for 
$450.50 drawn on the R.D.C. Company, 300 Bankers Building, Chi- 
cago, Illinois. The proceeds are to be credited to the Jones Trust Com- 
pany’s account. 

Make a simple diagram showing the route of the draft (which is 
paid upon presentation) from the time it is received by the Institute 
State Bank to final payment and advice to the Jones Trust Company. 

Note. Do not make facsimile collection forms for this assignment. 



CHAPTER VIII 


BANK ACCOUNTING AND AUDITING 
The Purposes of This Chapter: 

1. To explain the nature and scope of the accounting system. 

2. To outline the function of the general books. 

3. To describe the operation of the individual books. 

4. To review the principles of audit procedure. 

A BANK is essentially a huge accounting machine, trans- 
ferring the ownership of money and credit and keeping 
a record of such transfers. Practically every person in a bank 
engages in some form of record making. Some give all their 
time to it, some very little; but every one contributes in some 
way to the mass of record. Although such a mass gives the 
appearance of complexity, bank bookkeeping and accounting 
are nevertheless relatively simple, "since banks deal with but 
one commodity, money. 

Banking laws, both national and state, reqiiire that banks 
submit sworn statements of assets and liabihties upon notice 
from supervisory authority. The accoimting processes of every 
bank must therefore be adequate to provide an accurate and 
complete statement of condition daily. 

Bank bookkeeping must also provide a method for ac- 
counting for all items and transactions during the time of 
handling. For example, in the collection of a check, a com- 
plete record is maintained during the period between the time 
the check is deposited or cashed and the time it is paid or 
returned. These records are also used as the means of balancing 
the work between departments. But accounting does not cease 
with the completion of a transaction; a record must be kept 
in permanent form. Many occasions arise when it is necessary 

.^13 
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for the bank’s records to be produced— upon the request of 
customers or by legal demand in court action, for example. 
From the standpoint of the bank, these permanent records 
afford definite protection, evidence that a past transaction has 
been correctly handled. 

Accurate bank records are invaluable in settling disputes 
that may arise long after transactions have been completed. 
For example, a few of the loans made by a bank are not 
paid when due for one reason or another. Some are merely 
slow and will be paid later. Others are classed as doubtful — 
that is, not likely to be collected in full. Still others are re- 
garded as losses and are charged off — ^that is, reduced to noth- 
ing in the valuation of the bank’s assets. Obviously, these 
charge-offs must be carefully followed up so that no oppor- 
tunity will be overlooked to recover some of the loss at a 
later date. In order to accomplish this, the accoimting method 
is designed to bring such cases to the attention of designated 
members of the staff at suitable times. 

Notes are negotiable instruments and are subject to the 
statute of limitations. This statute provides that imless legal 
action is taken by the holder of an instrument ivithin the 
period of limitation (from four to twenty years, depending on 
the state laws), the courts will not intervene to enforce 
recovery. Proper accounting records enable the bank to know 
when action must be taken within the limitation period, 
and in some cases they furnish the sole proof that appropriate 
action was taken at the proper time. 

In recent years the use of budgetary control, cost account- 
ing, and account analysis has increased, and accounting proc- 
esses are organized to provide the necessary data without im- 
due increase of accounting machinery. 

The four objectives of bank accounting may be summar- 
ized as follows: 

I. The preparation of the daily statement of condition 
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2. The identification and recording of items in the process 
of collection (or other handling) 

3. The establishment of a record of past transactions for 
use when it is necessary for action to be taken with respect 
to items no longer in the possession of the bank 

4. The facilitation of budgetary control, cost accounting, 
and account analysis. 

Extent of Ban\ Accounting— BanSs. accounting is involved 
in every transaction made by every department or division, 
beginning with the original entry of tfie transaction in the 
departmental records and continuing until the efiect of the 
transaction is reflected in the statement of condition of the 
bank — either in the assets or in the liabilities. Memoranda, 
straight lists, receipt forms, and records of all kinds, tem- 
porary or permanent, are part of the accounting records of 
the bank. 

Consider the deposit of a check drawn on a bank in an- 
other city. The first accounting entry is that of the receiving 
teller. From the teller the item goes through the batch, or 
central proof, department and is included in that department’s 
total to the transit department; it is again included in the 
transit proof and the transit letter; and finally it is reflected in 
the “due from Federal Reserve banks” or “due from banks 
and bankers” total on the general books. Another record of 
this item (the credit) goes from the central proof to the book- 
keeping department and finally is credited to the individual 
account. Certain corporate records— stock ledger, transfer 
book, minute book, and the like — ^are maintained by the bank 
for its own use; others are kept for the customer transactions 
efiected through the bank. 

Kinds of Records— Three kinds of records arc commonly 
used in bank accounting. The first is the memorandum record. 
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This record is purely temporary and is used in balancing oper- 
ations within and between departments; it consists of machine 
listings, batch proofs, and the like. While it is convenient and 
saves time when made, it is supplanted by more permanent 
records in other departments or within the department at a 
later time. Many of the memorandum records arc not needed 
after the day’s work is completed and are discarded. At the 
most, memorandum records arc kept only for a short time. 

Another record is the temporary record, used for a few days 
or weeks and then supplanted by other records. Many tem- 
porary records are simply copies or duplicates of more perma- 
nent records. The customer’s statement of his account, which 
is a copy of the bookkeeping ledger, is kept as a temporary 
record and is then given to the customer with his canceled 
checks. Duplicates of transit letters are used imtil the items 
listed in them are disposed of, cither by payment and credit or 
by non-payment and return. The temporary records arc filed 
for a short time in case reference to them is necessary and are 
then destroyed. 

The permanent records are the ledgers and, in some cases, 
the journals. File copies of collections, loan and discount jour- 
nals and ledgers, bookkeeping department ledgers, and gen- 
eral books (journals, ledgers, and subsidiary records) consti- 
tute the permanent records and are preserved for a certain 
number of years, depending on bank policies and on the 
statute of limitations and other local laws. Operating divisions 
establish schedules governing the length of time various rec- 
ords will be kept, for if a schedule is not followed, obsolete 
and unnecessary records will be stored and will constitute an 
unnecessary burden and expense. 

While most bank records are in the conventional form of 
typed, written, or machine-posted paper tapes or sheets, the 
records made by the photographic device (previously ex- 
plained) deserve special comment. Their advantage lies in the 
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completeness of the records made and the small space required 
to store the films. When storage space is limited or a matter 
of considerable expense, film records may solve the problem. 

Double Entry Boo\}{eeping—\a. banking the double entry 
system of accounting is used. This is the application of the 
theory that every transaction affects two or more accounts 
and that the total result of the accounts affected must be equal 
in amount as far as debits and credits are concerned. For 
example, in making a loan for $i,ooo, the accounting proce- 
dure would show an increase in assets of $i,ooo imder Loans 
and Discounts. In the liabilities section, two accounts would be 
affected: (i) Deposits, through the credit of the proceeds of 
the loan to the customer’s account, and (2) Interest Collected 
but Not Earned (or unearned discount). The total of the addi- 
tions to these two accounts would equal $1,000. Here one ac- 
count in the assets is increased by exactly the same amount as 
two accounts combined in the liabilities. 

The use of the double entry system of accoimting, with 
resultant equal amoimts of debits and credits for each transac- 
tion, enables frequent balances to be made within and between 
departments. This facilitates proof of the accurate recording 
of all transactions. 

General Bool^s — In bank accounting, records are entered in 
two ways. The first is by recording transactions as they occur, 
or in chronological order. Such a record is called a journal 
and is known as the bool^ of original entry. The second 
method is by classification; the resulting record is called the 
ledger, or boo\ of final entry. 

Various kinds of journals and ledgers are used by the sev- 
eral departments, depending upon the need for departmental 
records of a permanent nature. While ordinarily entries are 
actually made first in the journal and then in the ledger, dc- 
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partments using multiple forms may write both in the same 
operation. 

Bank accounting is a constant process of consolidation of 
transactions into group totals. The ultimate object of these 
consolidations is to summarize the day’s work, to adjust the 
assets and liabilities of the bank by the changes, and as a result 
to construct a correct statement of the bank’s condition at the 
end of each day. The general books contain the consolidated 
records in final form, and from them the daily statement of 
condition is prepared. 

To illustrate this consolidation procedure, let us consider 
the case of the savings department referred to in Chapter VII. 
The total daily deposits averaged 135; the withdrawals aver- 
aged 105. The figures to the general books would be depart- 
mental totals, and so 240 transactions would result in one 
debit, one credit, and one net change in the balance of the 
account Time Deposits, Savings on the general books. 

Operation of General General books are charac- 

terized by relatively few accounts and by the permanency of 
the records. While machine bookkeeping is widely used for 
the general books, many banks still prefer to use the perma- 
nently bound journals and ledgers and have the posting done 
in pen and ink. 

The majority of the entries for the general books come 
firom departments and divisions as totals and are not entered 
in detail on the general books; some, however, are routed di- 
rectly to the general books and are detailed and totaled there. 
These are transactions that afiect the bank as a whole, and for 
which there is litde or no need for departmental recording. 
Cashier’s checks, certified checks, expenses, and the like are 
examples of such transactions. The subsidiary records which 
are used for these transactions are handled by the general 
ledger bookkeeping departmenL This direct routing of 
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cashier’s checks and certified checks is shown in the clearings 
department operation chart. Figure 17, Chapter V. 

All postings to the general books are made first in the 
journal and then to the proper ledger accoimts. In a small 
institution a single bound book will be sufficient for the jour- 
nal and another one for the ledger. In banks of moderate size 
both journal and ledger are divided into sections, each con- 
sisting of a partial journal or ledger. For details, subsidiary 
journals or ledgers are used. In such cases, the final results 
are posted to a single journal or ledger and carried in one 
total; Deposits, Individuals is an example of such a summar- 
izing accoimt. 

In large banks the work of keeping the general books is 
so extensive that members of the staff are assigned individual 
accounts, one making all entries and balances for “deposits,” 
another for “expense,” and so on. 

As might be expected, some accounts on the general books 
are active; many entries are made, and balances are affected 
daily. Cash and Due from Banks, Deposits, and Loans and 
Discounts are typical of such accounts. Others have few entries, 
made at infrequent intervals; Capital Stock and Surplus are 
typical of these inactive accoimts. 

The general bookkeeper must “pay” the certified checks 
and cashier’s checks, a procedure which is not at all difficult 
since he has a record of all checks issued. Upon occasion, if 
the accoimts of other banks are kept on the general books 
rather than on the ledgers of the bookkeeping department, he 
must “pay” them also. Inquiries regarding general book ac- 
counts are few and normally come only &om officers of the 
bank. 

An enumeration of the accounts on the general books, the 
transactions, the departments represented, and the general 
practices will be included in the last chapter of this text in the 
explanation of the statement of condition. 
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In a certain medium sized bank one journal is used, and 
the items are posted as totals as they come from the depart- 
ments. A division of the accounts is made in three ledgers. 

The distribution department recapitulates and proves the 
tellers’ totals and reports the results to the general books. In- 
dividual debits and credits, clearings, and transits also are 
totaled and proved by the distribution department. Cashier’s 
checks and certified checks are totaled and proved by the 
general bookkeepers. 

The bookkeepers report at 8 a.m. First, they post to the 
respective ledgers the items remaining from the work of the 
preceding day and strike a balance. A report is next prepared 
for the cashier, showing total deposits, cash and due from 
banks, savings deposit total, and cashier’s and certified checks 
outstanding. This work must be completed by 8:45 a.m. A 
daily balance sheet is then made up and submitted to the 
president of the bank by 9:45 ajn. 

Between this time and the receipt of department totals in 
the afternoon, the items requiring detailed entry are handled 
(expense checks, cashier’s checks, certified checks, and so on). 
The department totals begin to come through at about 2:45 
pjn.; final figures are in by 4:30 pun. on ordinary days and 
by 5:15 p.m. on heavy days. 

The number of accounts carried on the general books 
varies from time to time, as new accounts are set up or as 
accounts already on the books are consolidated or removed. 
In this bank the number of accotmts at any time is usually 
between 140 and 150. (Other banks of the same size may have 
from 50 to 55 accounts, depending on the detail of classifica- 
tion.) 

The number of entries varies from approximately 225 on 
ordinary days to 300 on busy days. (Here again, other banks 
of comparable size may have only 40 or 50.) Accrued interest 
and odier accruals are entered at various times— some daily, 
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Others monthly or quarterly, and still others at varying in- 
tervals. 

Individual Boo^r— The bookkeeping department, so called, 
is actually a division of general boo\s. The general books, as 
we have seen, contain the division and classification of the 
assets and liabilities of the bank. The largest total among the 
liabilities is the obligation to customers by reason of deposits 
of funds. Ordinarily the number of these accotmts is so great 
that it is impracticable to carry them as separate accounts on 
the general books, and subsidiary ledgers are opened in which 
only the deposit balances of customers appear. The sum of all 
the balances on any one of these ledgers, or possibly a group 
of them, will appear as one total on the general ledger. Time 
deposits are listed under Certificates of Deposit or Savings 
Accounts or Time Deposits, Open Account. Demand deposits 
are listed imder Commercial Deposits, Public and Private. In 
the past the rare exception of a co mm ercial account under a 
time agreement (generally in the form of a letter) was the 
single exception to the demand basis of all accoimts carried 
on the records of the bookkeeping department. Since regula- 
tions have been issued limiting time accounts in savings de- 
posits, more Time Deposits, Open Account are being estab- 
lished. 

In the general books, in addition to the time-demand 
designations, there are usually subsidiary control accounts for 
the demand deposits, these subsidiary subtotals corresponding 
to bookkeeping department sections or ledgers. Thus, the total 
balances on the A-Ce section of the bookkeeping section or 
ledger, for example, is carried on the general books as In- 
dividual Ledgers — ^A-Ce. Whether or not such a subdivision 
is made depends on the arrangement prevailing in each bank. 
In many banks the entire bookkeeping department total is 
carried as a single item on the general books. In others a divi- 
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sion is made to facilitate the work on general books and the 
balancing of the bookkeeping department with them. It may 
he said that the purpose of subdivision is to limit, as much as 
possible, the number of entries on the general ledger to those 
actually necessary to disclose the condition of the bank. 

Department Responsibilities — ^The bookkeep- 
ing department has four chief responsibilities, and the methods 
and systems by which they are met will be considered in 
detail in this chapter. These four main duties are: 

1. Maintaining complete, accurate, and current records on 
all commercial accounts 

2. Assuming responsibility for the payment or non-pay- 
ment of all checks drawn by customers except those presented 
at the tellers* windows 

3. Providing information on accounts at the request of au- 
thorized parties 

4. Rendering statements of account to customers monthly 
or at intervals agreed upon. 

The responsibility for maintaining the records falls upon 
the boobXeeper. He must carefully, accurately, and currently 
maintain the ledger records assigned to him. Other records, 
sudi as listing large balances weekly, compiling lists of over- 
drafts, and the like may also be assigned to him , although 
sometimes they are handled by other members of the de- 
partment. 

From systems in which the bookkeeper is entirely respon- 
sible for paying checks dravm against the accounts to systems 
in which others assume the responsibility, the variation is 
extensive. In some banks the signatures are verified by other 
members of die department, and the stop-payments, uncol- 
lected funds, and insufiBdent balances are checked by the 
boc^keeper. In other banks the paying tellers verify signa- 
turn; in sdll others special signature payers are used. 
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In some banks the bookkeeper is directly responsible for 
providing information on accounts; in others, all information 
must be given by a person who specializes in this work. 

The preparation of statements for customers is the duty 
of the statement cler\. Delivery of these statements and the 
paid checks to customers is often done by the mail division, by 
the receiving tellers, or by others specifically designated. 

While the responsibilities of the bookkeeping department 
are identical in the small, the medium sized, and the large 
bank, varying circumstances determine the best division of 
these responsibilities among the members of the department. 
As wiU be seen in the discussion at a later point, the book- 
keeping department often assumes additional duties, such as 
the compiling of analysis figures. On the other hand, the de- 
partment often depends upon other persons or departments 
for assistance in such matters as the paying of signatures on 
checks coming through clearings. This may be done by the 
paying tellers, for example. The nature of the business of any 
bank requires systems and methods particularly adapted to its 
needs. 

The Ledger/— Before the advent of the adding machine 
and its subsequent improvements for bookkeeping work, the 
bank’s ledgers were b^ks with ruled sheets upon which all 
entries were made in pen and ink. The most popular of the 
pen and ink ledger forms was the Boston ledger, which is still 
used in a few banks. 

The Boston ledger was a bound book, with each page 
ruled vertically into sections for the six business days of the 
week. Horizontal rulings divided the page into sections for the 
several accounts carried on the page. The vertical rulings for 
each day provided columns for deposits, checks, and old and 
new balances. The horizontal rulings provided space fiK the 
listing of die entries for each customer. At the side of the 
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page were written the names of the accounts. Each page was 
balanced by totaling the columnar balances and recapitulating 
the figures. The entire ledger was balanced by combining the 
page totals. 

As bookkeeping machines were developed, looseleaf ledger 
records were introduced. In these records a separate sheet is 
kept for each accoimt, which is posted and calciilated mechan- 
ically. All entries are identified as to chararter and listed under 
the current date, deposits are added, checks are deducted, and 
the new balance is entered in a colunm at the right-hand side 
of the page. There is a technique to machine operation that 
is necessary for efficient work, and accuracy in listing is of 
course essential. 

There were two principal reasons for the change from the 
use of the Boston ledger to machine methods: One was the 
increasing volume of transactions, requiring a larger number 
of entries to be made by each bookkeeper (a requirement 
which was met by the rapidity of machine operation); the 
other was the fact that in the face of an increasing demand for 
competent bookkeepers, it became increasingly difficult to 
obtain diose who were rapid, accurate in posting and calcu- 
lating, and also good penmen. 

The Statements— -¥01 many years prior to the complete 
use of machine operation for both ledgers and statements, 
many banks used the Boston ledger in conjunction with 
machine-posted statements. In recent years the statement form 
has come to be used almost exclusively, a part of the sheet 
serving as an analysis record, and the data is posted by the 
statement clerks. Another method of preparing statements is 
by die use of a carbonized ledger dieet, the copy being de- 
tached and used as the customer’s statement. Still another 
methcxl is by the use of a photographing machine. The ledgers 
are fhotografhed and the resultant picture used as the bank 
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record, or the ledger sheets are retained and enlargements of 
the photographs of these ledger sheets are used as statements. 

The object of all these devices and methods is to provide 
a neat, accurate, and complete record of the transactions of 
each customer for his information. 

Balancing Ledgers and Statements — In addition to the bal- 
ancing between the bookkeeping and other departments and 
the verification of totals forwarded to the general books (dis- 
cussed elsewhere), there is the necessity of proving the ledger 
record. The usual method is to compare the balance with 
the statement record for each account, primarily for the pur- 
pose of detecting any inaccuracies in posting, such as the post- 
ing of the debit or credit to the wrong account on either the 
ledger or the statement sheet. 

In the Boston ledger-machine statement system, it was, and 
still is, common practice to coil the statements. Each morning 
the statement balances are called to the bookkeeper, who veri- 
fies their agreement with the ledger balances. In case of dis- 
crepancy, the debits and credits are checked to discover the 
error. Posting to the wrong account and incorrect listing of 
the items are the errors most commonly made. This same pro- 
cedure is now frequently used for the machine-posted ledgers 
and statements. 

In the study of the paying teller department, emphasis was 
placed on the careful writing of checks by customers in order 
that the bank might more readily protect their accounts from 
fraud. Carelessness in writing checks is also an annoyance 
to the bookkeeping department, for illegible writing of the 
amount numerically often leads to incorrect posting. Checks 
written so that the amount is likely to be misread are called 
6lind checks. 

In posting ledgers and statements, a method called parallel 
posting is used, which is simply the posting of checks and dc- 
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posits in the same order by both bookkeeper and statement 
clerk. This method facilitates the rapid correction of errors. 
On some machines, separate tapes list all entries and are used 
for balancing purposes. On others, a journal sheet is used. 
This sheet is placed back of the ledger sheet, and all entries 
are recorded on it by a carbon impression. The journal sheet 
is then used for comparative and balance purposes. A system 
of balancing by using old balances, debits, credits, and new 
balances is used in place of the individual call-back (noted 
elsewhere in the text) for single posting verification. 

Duties of BooJ{J{eepers and Statement The book- 

keeper should make a study of the accounts on his ledger. His 
fainiliarity with the kinds of transactions, the time and com- 
position of deposits, and the like will greatly assist him in his 
work. For example, an account that deposits a large number of 
transit items and therefore has a substantial amount of un- 
collected funds on the books requires a difierent method of 
handling from an account of s imil ar size that has few transit 
items in its deposits. Most accoimts rarely have stop-payments 
in effect, but a few have them frequently. Fluctuations in 
balances of a major degree, either increases or decreases, may 
have a significant aspect. Often the bookkeeper is required to 
report such changes; but even if he is not, he should realize 
that major changes are of practical interest to the officers of 
the bank and should be alert to report information disclosed 
by the transactions passing before his eyes. The bookkeeper 
must also keep a record of uncollected funds. This may be 
obtained from the deposit slips, the distribution department, 
CK the transit department (or all three). His ledger must be in 
dear, neat^ and current condition and in balance at all times. 
Hie information he gives at the request of authorized persons 
must be correct and current. 

The primary duty of the statement clerk is to compile die 
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record which is prepared for the customer and to verify it with 
the ledger account. Statement clerks also assist in special work. 
For example, the posting of checks to a large railroad accoimt 
may be done by a statement clerk, and verification of his work 
made by some other member of the department. This greatly 
assists the bookkeeper when volume is great. A payroll ac- 
count, for example, is very active at times, with a large num- 
ber of checks paid against it directly following pay day, but 
after this rush period it is inactive for days. 

In many banks, statement clerks cancel and file the checks, 
file the deposit tickets, prepare special reports, and perform 
other special tasks. 

It often happens that the same persons act as bookkeepers 
and statement clerks, posting one ledger and running the state- 
ments of another. When this is done, the individual performs 
both the bookkeeping and statement duties here outlined. 

Paying the Checks — In Chapter IV the seven facts to be 
ascertained in deciding whether or not to pay a check were 
set forth, and the reasons for those safeguards and the methods 
of arriving at decisions were discussed in detail. That portion 
of Chapter IV should be reviewed in considering the work of 
the bookkeeping department in the matter of the paying of 
checks. 

Of the seven matters to be investigated, the indorsement 
is the least difficult for the bookkeeping department. Most 
checks come to the bookkeeping department from the in- 
clearings and the receiving tellers. All checks from in-clearings 
are indorsed with the clearing house indorsement (see Figure 
18, Chapter V) by the bank that brought them to the dearing 
house association. If the bank indorsement is missing or the 
prior indorsement is incorrect or incomplete, the check is re- 
turned to the clearing house teller of the bank in question, 
with a request diat the indorsement be made. 
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The checks received from the receiving teller are indorsed 
by the depositor and verified by the receiving teller in the 
manner explained in Chapter III. Here again, the bookkeeping 
department simply sees that the indorsement is on the check. 
Other departments that send items to the bookkeeping de- 
partment, including the paying tellers, are responsible for 
checking the indorsements. 

Technically, the acceptance in a deposit of a check drawn 
on the bank itself constitutes payment, and the check cannot 
be returned subsequently for forgery, insufiBcient funds, or 
similar cause. However, it is customary for a bank, by a specific 
agreement with the depositor (usually printed with the other 
rules in the passbook), to reserve the right to pass on the 
“goodness” of a check after it is deposited. 

Other duties in connection with the paying of a check 
are grouped according to the method best suited to the de- 
partment. Since each bookkeeper has a complete list of stop- 
pajments and other holds and knows the amoimt of imcol- 
lected funds and total balances at all times, the duties per- 
taining to these matters are commonly assigned to him. De- 
termination of the genuineness and authorization of signa- 
tures, alterations, post-dates, and stale dates are assigned to the 
bookkeeper, to other members of the department, or to mem- 
bers of other departments — ^the paying tellers, for example. 
Even if the bookkeeper is not primarily responsible for these 
detaUs, his attention to them is frequently rewarded by the 
discovery of a discrepancy of importance. The statement clerk 
also can discover errors by watching the items carefully as they 
are posted on the statement. 

Additional Duties of the Boo^l^eeping Department — ^In 
addition to the duties listed earlier in the chapter, other duties 
are frequently assigned to the bookkeeping department either 
because under existing methods they properly belong there 
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or because they can best be accomplished by that department. 
Among these duties are the following: 

1. Responsibility for notice of stop-payment to other de- 
partments and tellers 

2. Partial or complete compilation of analysis charges, ex- 
change charges, and the like 

3. Preparation of reports on balances, new and closed ac- 
counts, signature and resolution changes. 

These additional duties will be discussed at a later point 
in the text. 

Stop-V ay merits and Holds — One of the most important mat- 
ters in connection with payments is the notification of every 
interested department or individual immediately upon receipt 
of a stop-payment order or a hold. Otherwise, checks may be 
paid after the stop-payment or hold is in effect, causing the 
bank to suffer a loss. As already stated, banks generally desig- 
nate some member, or members, of the staff to accept all stop- 
payments and holds and place upon them the responsibility 
for notifying interested departments and individuals. They 
also send out the notices when stop-payments or holds are re- 
leased. The bookkeeping department is often assigned these 
tasks. 

Stop-payments or holds may be classed as follows: 

1. Stop-payments issued by customers 

2. Court orders (garnishments, receivership or trustee noti- 
fications, estate matters, and others) 

3. Internal holds, including those for uncollected funds 
and amounts marked for specific purposes. 

Whenever a stop-payment or hold falling in one of the 
first two categories is received, copies of the order are made 
up and sent to the departments and tellers. The initial of the 
teller or department manager on a memorandum is an ac- 
knowledgment of die notice. 
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Providing Information on Accounts — ^By means of com- 
municating systems betvtreen the bookkeeping department and 
other departments and tellers, full and complete information 
is rapidly given whenever desired. Inquiries by individuals in 
person or over the telephone involve identification so that no 
information vtdll be given to unauthorized persons. 

Efforts to get information are not uncommon. For ex- 
ample, persons who contemplate legal action against a cus- 
tomer sometimes endeavor to find out his balance, as a pre- 
liminary to obtaining a court order against the account. Others 
may wish information for fraudulent purposes. Each customer 
feels, and rightly so, that his balance and transactions with the 
bank are matters of concern only to himself and to the bank 
and that information regarding his account should be given 
only under tmquestionably proper circumstances. Most fre- 
quently, however, a request for information comes from a 
customer who simply wants to know his balance, or whether 
certain checks issued have been paid. Such requests may be 
made in person, by telephone, by letter, or throu^ the cus- 
tomer’s representative. 

If the request is made by letter, the customer’s signature 
can be verified, when necessary, to prove the authenticity of 
the inquiry. In nearly all cases where a request is made per- 
sonally, the customer is known to the bank representative. If 
he is not so known, he can be readily identified. If a request is 
received by telephone, many banks make it a practice to take 
fhe request and then call back with the information. To avoid 
being tricked, the bank representative who takes the call 
should verify the telephone number to be certain that the 
return call is actually going to the customer. 

The problem of giving out information varies greatly 
among banks. Some receive almost no inquiries except those 
of a routine nature, while others are constantly besieged with 
inquiries that call for verification. In smaller banks the number 
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of inquiries handled each day requires little time; in large 
banks one person (or more than one) may spend most of his 
time each day answering inquiries. Such an individual is often 
called the customers auditor or by some other name indicative 
of the nature of his work. In addition to purely informational 
duties, he may correct errors and explain transactions or rules 
to inquiring customers. 

Division of Ledgers — ^The division of accoxmts in botii 
teller and bookkeeping departments is based upon the number 
of accoimts and the volume of business, which frequently are 
quite difierent for the receiving or paying teller and for the 
bookkeeper. To illustrate: In one bank where the alphabetical 
teller system is used, the first receiving teller handles accounts 
from A to D inclusive, but the first ledger carries accounts 
from A to Co because of the fact that among the accounts in 
this group are those of several large corporations which de- 
posit almost entirely by mail, so that large numbers of checks 
come to the bookkeeping department through the in-clearings 
division. 

The ledgers are known as the individual boo\s. Sometimes 
the accounts of other banks are kept in separate ledgers, called 
due to han\ ledgers, or country hoo\s. Whenever there are 
enough accounts of banks to justify a segregation, these sepa- 
rate ledgers are used; otherwise the bank accounts are carried 
on the general booths. There are various reasons why accounts 
of other banks are carried in separate ledgers. The activities 
of correspondent bank accounts are fairly uniform in nature, 
daily statements are often required, deposits are received by 
mail or by wire transfer, and the accoimts are verified monthly 
(this operation is called reconciling. The operating work is 
therefore somewhat different from that required for other 
types of accoimts, and segregation is advantageous. 

Another division of accounts is often made by means c&. an 
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inactive, or dormant, ledger. In the course of time some ac- 
cotmts cease to be active for one reason or another. The cus- 
tomer may have moved away, leaving a small balance that he 
either did not know he had or simply neglected to transfer. 
Then too, customers sometimes maintain a balance for some 
specific purpose which has not yet become apparent, such as 
to cover a check which is never presented. 

Inactive or dormant accounts are separated from the active 
accounts for two reasons. First, they constitute an unnecessary 
burden for both bookkeeper and statement clerk; second, large 
dormant accoimts offer a temptation for the perpetration of 
fraud, either by those inside the bank or by outsiders who may 
know of the existence of such accounts. Since the customer 
often neglects to verify his balance, it is difficult for the bank 
to know that the account is in order. The most effective way 
to handle such accounts, therefore, is to keep them in a special 
ledger and have all transactions scrutinized and passed upon 
by both the department manager and the auditor of the bank. 
A separate control account for the “inactives” is kept by the 
head bookkeeper, who prepares the report for the general led- 
ger bookkeeping department. In some banks a separate control 
is kept on the general books. 

Most state laws govern the disposition of inactive accounts 
after several years have elapsed and these accounts have ap- 
parently been abandoned by their owners. In some states, 
when prescribed attempts to locate the owners of unclaimed 
accoimts have proved unsuccessful, the state may take posses- 
sion of certain of them. In other states, a dormant account must 
be held subject to the owner’s demand for an indefinite time. 
The student of banking should familiarize himself with the 
regulations applying in the state in which his bank is located. 

Chec\s of Large Amounts — Checks over a certain amount 
are referred to the department manager for additional verifi- 
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cadon of the signature and other details. They are also re- 
ported (either verbally or in memorandum lists) to the ofEcers 
of the bank for their information. Other reports commonly 
prepared by the department are weekly balances on the lar^ 
accounts, new and closed accounts (with pertinent comments), 
daily reports on imsatisfactory accoimts, and the like. 

Filing and Statement Duties — ^Most customer statements 
are rendered and the paid checks returned monthly; in the 
meantime the checks are filed in the bank. Before filing, the 
checks are canceled — that is, marked to show that they have 
been paid. The most common way to cancel a check is to use 
a machine that perforates the date and the notation “Paid” on 
the check. In some banks the checks arc filed in drawers in 
the filing division; in others they are filed in drawers in the 
bookkeeper’s or statement clerk’s desk. Deposit tickets and 
credits arc kept in special files. 

At the end of the month, verification of the number of 
checks (or debits) to each accoimt is made by counting the 
entries on the statement sheet and the acmal canceled checks. 
This work is done by the bookkeeping division, assisted by 
tellers and others, since the prompt delivery of statements and 
canceled checks is desirable. 

Delivery of the statement is made in person to the customer 
(or his authorized representative) at the bank or by mail or by 
messenger. In delivery at the bank, the receiving teller of the 
division at which the customer makes his deposits may have 
the statement in his cage, or delivery may be made at the 
bookkeeping department. Where the number justifies it, a 
temporary statement delivery division is used, with a force to 
expedite deliveries. A receipt card is used for deliveries in 
person, with spaces for the customer to sign each month. The 
same form of card is used when delivery is made by messen- 
ger. Messenger delivery is sometimes used for special reasons 
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or for large accounts if they so desire. The customer assumes 
the responsibility for statements that are mailed, and the bank 
is held blameless iE a statement is lost en route or falls into 
the hands of an imauthorized person after it leaves the bank. 

The neglect of customers to call for their statements is a 
common cause of annoyance to the bank, thus requiring that 
the statements be held in the files. For this reason and for 
reasons of economy, many banks encourage the delivery of 
statements by maU. The circumstances of each bank will de- 
termine the most effective and economical method to follow. 
In a recent survey of twenty banks, the proportion of state- 
ments mailed and called for varied widely. The maximum 
percentage of statements mailed was reported to be 91%, the 
minimum 11%. 

It will be noted in the illustration of the new account sheet 
(Figure 8, Chapter III) that the bank obtains instructions 
from each new customer with respect to whether his state- 
ments are to be mailed or called for. It is usual to ask the 
customer to verify the statement within ten days; to encourage 
prompt verification, the statement bears a notation that it will 
be considered correct unless the bank is notified to the contrary 
within ten days. 

Overdrafts— hi the discussion of the paying teller duties 
(Chapter IV) imder the heading sufficient collected balance 
the attitude of banks toward overdrafts and the reason for that 
attitude were explained. The responsibility for preventing 
overdrafts falls primarily upon the bookkeeping department. 
The paying tellers, and other tellers and departments as well, 
depend upon the bookkeeping department for information as 
to the amount of the balance in an account. 

In connection with overdrafis, the bookkeeping depart- 
ment is subje(^ to the same regulatians as die paying tellers; 
namely, that overdrafts will not be allowed without the spe- 
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dfic approval of a designated ofi&cer, or in some cases without 
the approval of the manager of the bookkeeping department. 
In an earlier chapter it was pointed out that the matter of over- 
drafts is directly related to the proper selection of accounts. 

An e£Fective safeguard against overdrafts is the rapid and 
steady flow of both credits and checks from the receiving 
tellers either direcdy or through the distribution department. 
There must also be ready access to the deposits in the proving 
process if necessary. Another factor of major importance is 
the maintenance of current balances during the day by the 
bookkeepers. The third safeguard is the prompt report by the 
teller or department that is called upon to accept a check in 
payment of an obligation or to cash it. 

Efficient organization of receiving teller or distribution 
facilities will make the first safeguard effective; current and 
accurate posting by bookkeepers will take care of the second; 
and these, together with prompt inquiry by tellers and depart- 
ments in doubtful cases, will suffice for ffie third safeguard. 

The bookkeeper, of course, cannot be striking balances con- 
stantly, and indeed this is not necessary in a well ordered bank 
since few accounts will be subject to overdrafts. Banks are 
prone to close an account that is constantly drawing against 
uncollected funds or endeavoring to overdraw, because such 
an account is always a source of additional expense and 
work. 

All accounts are balanced after the close of business each 
day; thus the bookkeeper starts work the next morning with 
the exact balance for each account. Deposits received before 
the clearings deadline are entered and the “us” checks arc 
posted in the morning. A balance may then be dravm so diat 
the work up to that point can be disregarded from a balance 
standpoint later on. After the in-clearings are received, an- 
other balance is drawn. At the end of the day’s work the final 
balance is made. 
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Organization of the BooWeeping Department — ^Figure 27 
is a chart of the organization of the bookkeeping department 
of a large bank, used to illustrate the division of responsibili- 
ties. The manager is accountable for the smooth and efficient 
operation of the department with regard to both intradepart- 
ment activities and its relations with other departments and 
with customers. At the left of the chart is shown the customers 
auditor, who handles requests for balances, explains entries or 
charges, corrects errors, and otherwise deals with the public. 
On the opposite side of the chart is shown the stop-payment 
division, which accepts stop-payments, notifies bookkeepers, 
tellers, and departments of stop-payments, and maintains the 
stop-payment ^e. Below this division on the chart is the filing 
and canceling division, which cancels and files paid checks 
and files deposit tickets. Across from this division appears the 
statement division, which is charged with the duty of verifying 
and delivering statements to customers. At the bottom of the 
chart arc shown the boohXeeping sections, including the indi- 
vidual books and the country books. 

These duties are variously assigned, as may be seen in the 
following discussion of the operations of typical bookkeeping 
departments. 

Operation of the BooWeeping Department— 28 in- 
dicates the operations of the bookkeeping department — ^the 
flow of items to the department, the sources, and the routing 
wi thin the department 

There are variations in the manner in which charges arc 
made to the bookkeeping department Each department, divi- 
sion, or teller unit may charge the items to the bookkeeping 
department as a whole and balance that way; or charges may 
be made to ledger sections or to individual ledgers. A com- 
bination of these two methods is frequently used, divisions 
having a large number of items charging them by sections 
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338 


BANK ACCX>UNTING AND AUDITING 



Deposited Cashed Deposits Payments 


ceived in 
Clearing 
House Ex- 
change 

L_ 


laneous 

Items 


Checks and Debits 


Deposit Tickets 
and Other Credits 



FkiOBm 28. Bookxbehmo DspastiSEHT Ophation 



















BANK ACCXJUNTING AND AUDITING 


339 


Time 

8:30 to 9:00 A*M. 
9:00 to 9:20 A.M. 

9:20 to 10:15 A.M. 

10:15 to 11:30 A.M. 

11:30 to 12:30 

12:30 to 2 *XX> P.M. 

2:00 to 4:00 P.M. 



Operation 

Post counter debits 
and credits to statement. 

File checks. 

Pay clearings for signatures, dates, 
amounts, indorsements, and sort. 


Post clearings to ledgers. 


Lunch. 


Post clearings to statement. 


Post counter debits and credits 
to ledgers. 


Fiqubm 29. Time Scredulb op Operations— Boobjceepiko Department 
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or ledgers (in-clearings, receiving teller, mail teller, and paying 
teller), the others (collection, loan and discount, and so on) 
making the charges to the department. In the operations chart 
(Figure 28) all charges come through central proof and are 
then charged directly to ledger units. 

Figure 5, Chapter II, shows a time schedule of operations 
for several departments. To illustrate its application to the 
bookkeeping department, a time schedule of operations for 
that department in a middle western bank is illustrated in 
Figure 29. Starting at 8:30 ajn., the statement clerks post the 
covmter debits and credits of the previous afternoon. (The 
ledger, of course, was posted and balanced after the close of 
business the day before.) At 9:00 o’clock the checks arc filed, 
this work taking about twenty minutes. From 9:20 to 10:15 
clearings are verified for payment and arc sorted. From 10:15 
to 11:30 these clearings are posted on the ledger, and a balance 
is made. At 12:30 p.m. the clearings are posted on the state- 
ment, and from 2:00 to 4:00 p.m. the counter debits and credits 
are posted to the ledger. 

As may be seen, this bank uses the bookkeeper-statement 
clerk system, the same person acting as bookkeeper for one 
ledger and as statement clerk for another group of accoimts. 

Operation of the Bookkeeping Department of a Small 
Ban\— There arc two operators in this department, each acting 
as both bookkeeper and statement clerk. Their first duty in the 
morning is to nm and balance the mail deposits, charging 
them to the tellers. Clearings are then run and balanced. This 
work continues until about 11:45, when the bookkeepers have 
their lunch hour. In order that some one may be in the de- 
partment to answer inquiries dming this time, a relief derk, 
whose regular work is clearings and transit, is on duty from 
11:45 ajn. until 12:45 P-^* 

After lunch the bookkeepers start verifying, sorting, and 
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posting the counter items. All checks under $500 are paid for 
signature, stop-payment, and so on by the bookkeepers; checks 
of $500 and over are referred to the assistant cashier of the 
bank, who acts as department manager. 

Machine posting is used. Ledger sheets and statements are 
called each morning. A run and balance of the ledgers is made 
weekly in addition to the regular daily balance. 

Each morning, either before or just after clearings are 
posted, the bookkeepers cancel the checks of the previous day 
and file them. Statements are delivered to customers by the 
receiving teller for personal deliveries, and those mailed are 
handled by the clerk who does the general mail work. Only 
about 3% are mailed. The verification and preparation of 
statements and checks at the end of the month for delivery is 
done by the receiving and paying tellers. 

Stop-payments are handled by the assistant cashier, and 
any customer contacts arc also referred to him. 

This bank has 1,244 commercial accoimts, 652 on the first 
ledger and 592 on the second. 

Department Operations of a Medium Sized 
^ — ^The bookkeeping department of this bank consists of a 
manager and five bookkeepers. The total commercial deposits 
of the bank are $3461,029, and the number of accounts is 
3,182. There arc five ledger divisions; thus the average number 
of accoimts per ledger is 636. A survey of items handled over a 
period of a year showed that each bookkeeper handled an aver- 
age of 876 checks and 192 deposits a day. The bookkeepers 
arc also statement clerks, each running one ledger and the 
statement set of another. In the weekly balance verification 
of the ledgers, each bookkeeper verifies a ledger other than 
his own and the one for which he runs the statements. 

Items are charged to the bookkeeping department from 
the distribution and in-clearings departments by ledgers. The 
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bookkeeper then pays the items, including signatures. Items of 
$500 and over arc referred to the manager for verification. All 
items of $2,000 and over are listed daily and referred to the 
cashier. The listing includes the amount, the maker’s name, 
and the payee’s name. 

The counter work is charged in three batches, the first 
in the morning, the second at 1:30 p.m., and the third directly 
after banking hours. In addition, there is the in-clearings 
batch. All clearings items that are to be returned are held 
until 1:00 pjn. to provide opportunity for correction of the 
situation demanding the return. All uncorrected items must 
be returned by the 1:30 deadline. N.S.F. (not sufficient funds) 
items deposited by customers are held and checked against 
credits in the second batch of charges at 1:30 p.m. If the 
N.SP. still exists, these items are entered upon a “return item 
sheet” by each bookkeeper; the items are stamped N.SJF. and 
are sent with the sheets to the manager for the return of the 
items to the depositors. If the N.S J^. items came from another 
bank, they are returned to that bank by the return teller. The 
return item sheets are then referred to the cashier, who in 
turn, in the officers’ meeting the following morning, reads 
the amounts, the makers’ names, average balances, and the 
balances in the accounts the previous day. 

In this bookkeeping department the number of deposits 
(or credits), the number of checks drawn, and the balance 
at the end of the day are entered on the analysis sheets. Other 
analysis figures are entered by the distribution and transit 
divisions. 

Department Operations of a Large Ban\—\Ti the metro- 
politan bank taken as an example, the bookkeeping depart- 
ment work is divided into (i) management and supervision, 
(2) stop-payment division, and (3) bookkeeping and state- 
ment work. 
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While Figure 28 is not a chart of this bank, reference to it 
will assist greatly in observing how the responsibilities are 
fulfilled. The ledgers are 35 in number, 33 for commercial 
accounts and 2 for correspondent bank accounts — country 
books. The number of accounts per book averages 591. Ma- 
chine posting, parallel method, with accumulating tape re- 
cording is used. The ledgers are divided into sections, ei^t for 
commercial accoimts and one for coxmtry books. Each section 
is under the direction of a supervisor, who verifies the signa- 
tures on the checks, the remainder of the paying check-up 
being done by the individual bookkeepers. The supervisor 
answers inquiries on balances from tellers and departments 
(a pneumatic tube system is used for this purpose). The super- 
visor also answers outside inquiries received by telephone. 
Counter inquiries are handled by the assistant manager, who 
in turn depends upon the supervisor for information on any 
account in his section. 

One member of the department is assigned the responsi- 
bility for accepting stop-payments and notifying interested 
parties. Signature changes are routed by the manager to the 
supervisors. Each supervisor has on file in his desk a complete 
set of signature cards for accoimts in his section. 

The canceling and filing of checks is done by the state- 
ment clerks, who maintain files in their desks. Deposit tickets 
are sent to the general file, where special cabinets are used 
for filing them. 

Referring to the bookkeeping organization chart (Figure 
27), it will be seen that the responsibilities of the manager, 
stop-pa3rment division, customers auditor, and statement divi- 
sion have been provided for. 

Charges to each bookkeeping section come through the 
distribution department direct to the supervisor. He then bal- 
ances the charges between his section and the distiibutioa 
department, verifies the signatures, and sorts the chedcs to the 
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individual ledgers. Any checks that arc charged to his section 
in error (missorts) arc charged back for proper routing. 

Some idea of the volume of work in the bookkeeping de- 
partment of a large bank may be gained from the daily aver- 
ages of this department. Over a period of a year, checks re- 
ceived from in-clearings averaged 21,602 daily, and counter 
checks (paid by paying tellers or received in deposits) aver- 
aged 4,623 daily— a total of 26,225 checks, or debits, a day. 
Credits, or deposits (including mail deposits), averaged 3,635 
daily. 

hi this department the usual reports on returned items, new 
and closed accounts, large checks drawn, and the like are 
prepared by the supervisors and arc consolidated into a de- 
partmental report by the manager. 

In all these banks used as examples, machine posting of 
statements is used. Attention is again called to Ac photo- 
graphic meAod of recording. In Ac bookkeeping department 
the photograph is eiAcr used as Ac customer’s statement or 
retained as a ledger record. The duplicate posting of state- 
ments by means of carbon copies should also be included as a 
common machine-posting mcAod. 

The Auditing Department — One of the principal objectives 
of interned control is the protection of the property of both the 
customers and the ban\ against loss by carelessness or misuse. 
The protective devices mentioned in Ac study of Ac paying 
teller Avision (Chapter IV) are a part of Ae general plan of 
protection. The meAods and systems used in Ae various de- 
partments of Ae bank are designed quite as much from Ae 
safety angle as from Ac standpoint of accuracy and economy. 
Insurance against loss is an important part of banking policy 
(and as such is more fully treated in the study of bank man- 
agement prdblems in Banking III). 

No system of protection is complete unless it includes 
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auditing activities that arc constructive and effective. The na- 
ture o£ auditing is such that it is best accomplished by having 
an individual or a department devote its time and effort to 
the ends desired — ^an individual or a department responsible 
to the board of directors and with access to all records. The 
auditor, or auditing department, should be responsible to the 
board of directors directly, or through the examination com- 
mittee (as shown in the internal control chart. Figure 4, Chap- 
ter II), or through the chairman of the board, or through the 
president of the bank. 

In the following outline of the duties of the auditor, the 
principles brought out apply equally to the small, the medium 
sized, and the large bank. The methods followed are also very 
similar in all banks, even though the auditing work may re- 
quire only a part of the time of some officer in a small bank, 
the full time of an auditor in a moderate sized institution, and 
an entire auditing department in a metropolitan bank. 

Auditing Duties— Tht major duties of the auditor are (i) 
the verification of the assets and liabilities, (2) thc-estabhsh- 
ment and maintenance of effective controls, and (3) the prepa- 
ration of reports and recommendations to the board of di- 
rectors. 

In addition to these major duties, others commonly as- 
signed to the department, or auditor, are the preparation of 
income tax reports, the supervision of expense, the accrual and 
allocation of income, the preparation of reports to govern- 
mental bodies, the reconcilement of “due from banks” bal- 
ances, the obtaining of statistical information for use in opera- 
tions, and the receipt of legal notices involving the bank. 

Auditing Methods — In fulfilling these duties, two general 
methods are depended upon. The first is the examination of 
departments or transactions. This is known as the spot audit 



346 BANK ACXX>UNTING AND ATlDinNG 

The auditor, without previous notice, takes charge of all rec- 
ords, verifies and balances the department work, investigates 
systems and activities, and includes his findings in a compre- 
hensive report on the department. The second method requires 
a daily record of transactions for audit purposes, the mainte- 
nance of control accoimts, and the me of interdepartment 
balances to verify the work. This is called the continuous audit. 
An example of this method was given in the discussion of 
the savings department (Chapter VII), where it was explained 
that in one type of machine a master tape in a locked com- 
partment under the control of the auditing department records 
all transactions. This tape, used in conjunction with the bal- 
ancing figures of the savings department, provides an inde- 
pendent proof of the department’s work for the day. Another 
device is the use of numbered records, such as the multiple 
form previously described. 

The basic principle of modern auditing procedure is the 
prevention of carelessness and misuse of the property of the 
customers and the bank. Continuous audit methods are very 
elective and, when supplemented by frequent use of the spot 
audit, contribute admirably to safety. 

An imderstanding of the principles of accounting and the 
^dal application of these principles to auditing and other 
work of the bank requires a thorough study covering several 
courses of the Institute. In this study of bank operations, the 
subject can be treated only briefly and incompletely; thus in 
the following examples of auditing departments only the most 
general idea of the application of accounting principles can 
be expected. 

Auditing Organization and Operation Illustrations— Aa. a 
small bank the amount of auditing work does not require the 
entire time ot one person. The assistant cashier also acts as 
auditor. Reports to governmental bodies, income tax returns. 
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and miscellaneous reports are prepared by him. Extensive use 
is made of numbered forms, and audits are made of various 
transactions from time to time. The control accounts arc few 
but adequate, and with this officer devoting only part time to 
audit work, the bank still has adequate audit protection. 

In a medium sized bank, the entire time of the auditor and 
two assistants is required. It is the duty of the department to 
maintain and supervise an adequate accoimting system, to co- 
ordinate the auditing of assets, liabilities, income, and expense, 
and to provide all figures for budgetary planning and expense 
control. 

Examinations are made on an annual, a semiannual, a 
quarterly, and a monthly basis. One examination is annual, 
sixteen are semiannual, seven arc quarterly, and fifty-three 
arc monthly — a total of seventy-seven different examinations. 

Other duties common to auditing departments are also 
assumed by this department. In addition, the purchasing of 
supplies is assigned to the department, since the volume does 
not warrant a separate purchasing agent. This latter practice 
obviously leaves an open end, which requires an audit of pur- 
chasing and payments by an officer of the bank. 

The third illustration is that of a large metropolitan bank. 
The personnel of the department consists of seventy-eight 
workers— the auditor, eight senior audit clerks, sixty-two 
junior audit clerks, three stenographers, two typists, one calcu- 
lating machine operator, and one file clerk. The auditor is 
directly responsible to the chairman of the board of directors. 
The work is divided into eight sections, each under the super- 
vision of a senior audit clerk. Each section establishes and 
maini-atns the controls and makes periodic audits of the de- 
partments and divisions assigned to it. These audit reports and 
others are prepared according to a regular program. 

Any operating matters requiring attention which come to 
the notice of the auditors during their departmental examina- 
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tions are included in a separate report to the comptroller, who 
is direcdy in charge of operations. 


Questions Based on Chapter VIII 

1. State the principal objects of bank accounting. 

2. How extensive is bank accounting? 

3. What types of records are used? 

4. What position does the general books division occupy with regard 
to bank accounting? 

5. What are the major duties of a bank auditor? 

6. What two general methods of procedure are used in audit work? 

7. Mention the four main duties of the bookkeeping department. 

8. What responsibilities are ccMnmonly assigned to the bookkeeper? to 
the statement clerk? 

9. Frcmi what department do most of the checks come to the book- 
keeping department? 

10. What are the classifications of stop-payments or holds on accoimts? 


Questions for Outside Investigation 

1. What kind of record is chiefly, used in the department in which you 
are located? 

2. What person or persons are responsible for auditing duties? 

3. How many individual ledgers are there in your bookkeeping depart- 
ment? Do the bookkeepers pay signatures? Do they pay stop- 
payments? 

4. What method of balancing ledgers and statements is used in your 
bank? Is parallel posting used? 

5* What analysis work is done by your bookkeeping department? What 
proportion of statements are mailed? Who verifies and prepares the 
statements for delivery? 
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Assignment 

Using the bookkeeping organization chart (Figure 27) as a basis, 
describe brieHy how these operations are performed in the bookkeeping 
department of your bank. 

Prepare a bookkeeping department operations chart for your bank, 
showing the flow of debits and credits from the various departments to 
the bookkeeping department, the division of ledgers, whether or not 
charges are made through central proof, and whether the charges are 
made to the bookkeeping department as a whole, to sections, or to 
individual ledgers. 

List, but do not chart, a time schedule of operations for the book- 
keeping department of your bank along the lines of that illustrated in 
this chapter. 



CHAPTER IX 


THE LOANING FUNCTION 

The Purposes of This Chapter: 

1. To show the importance of the loaning function. 

2. To explain the kinds of loans and define the main classes of security. 

3. To discuss the duties and organization of the loaning staff. 

4. To outline the duties of the credit department and illustrate credit 
department organization and operation. 

O NE of the principal functions of a commercial bank is 
that of making loans. By the exercise of this function, 
the bank assists its oistomers in the operation of their business 
enterprises and at the same time receives an income through 
the emplo3mttent of deposits. In fact, interest on loans is the 
largest source of income for commercial banks. There are laws, 
rules, and policies that determine the proper field for bank 
loans; the most important of these determining factors arc: 

I. The limitations imposed by law 

2. The obligations of a bank to its customers in the way of 
deposit liability 

3. Prevailing business conditions or trends in business 

4. The policies established by the bank’s board of directors. 
As mentioned in Chapter II, banking laws place certain 
limitations on the loaning activities of banks. The most com- 
mon limitation is the maximum proportion to capital and 
stirplus that may be loaned to any one borrower. The national 
banking laws limit the amount to 10% of the bank’s capital 
and surplus; the state laws vary on this point. The maximiim 
amount that may be loaned to any one borrower is called the 
leg(d limit. 

Other national laws, which apply to all banks and brokers, 
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regulate the proportion to market value that can be loaned on 
stocks and bonds when the funds borrowed are to be used in 
speculation. 

The sections of the Federal Reserve Act providing for the 
rediscount of eligible paper for member banks by the Federal 
Rtserve banks place another restraint upon the lending activi- 
ties of banks. Member banks, in turn, limi t the amoimt of non- 
eligible loans they will make. While the Banking Act of 1935 
made provision for advances by Federal Reserve banks upon 
other than eligible paper imder circumstances to be deter- 
mined by the reserve banks, this in itself is a direct regulation. 

In the performance of the loaning function, commercial 
banks not only must comply with the laws and regulations 
established but must establish conservative policies for their 
own protection and must conduct their loaning activities well 
within the range of available funds. 

Most of the deposits in a commercial bank are due and 
payable upon the demand of depositors; therefore the general 
field of bank loans is properly regarded as that of short term 
advances. The majority of commercial bank loans are made 
to mature within a period of from 60 to 120 days. For a few 
specific purposes it is sometimes advisable to grant loans on a 
demand basis, in order that there may be no question of the 
bank’s ability to meet the demands of its depositors. The 
policy, or policies, that are best suited to this requirement are 
major considerations for bank management and are discussed 
in the Institute course Banking III. 

As a result of the constant change in business conditions, 
the trend in the fields of commercial activity have an impor- 
tant bearing on the lending activities of banks, both large and 
small. A thorough knowledge of the principles of economics 
and of money and banking is extremely valuable to the banker 
in viewing the problems of his own instimtion. Contacts vtidi 
customers, knowledge of the fields of business in which sub* 
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standal amounts are loaned, and careful study of trends and 
conditions are all necessary and important aids in the success- 
ful performance of the loaning function. 

The board of directors, as the governing body of the bank, 
must determine the field of loaning activity and through its 
committees make certain that the established policies are fol- 
lowed. In addition to outlining die general types of loans 
considered most suitable for the bank, the board of directors 
generally passes upon the larger loans. As condidons change, 
the board must be prompt to adjust the loaning policies of the 
bank to meet new situadons. 

The object of both external controls and internal controls 
is to insure the employment of the bank’s funds at a profit to 
the bank, without undue risk of loss and without tying them 
up indefinitely in slow assets. Therefore, the two principal con- 
sideradons governing bank loans are safety of principd and 
liquidity. To these might be added a third, income received, 
although this feature is considered only after safety and liquid- 
ity are definitely established. The rate of interest is determined 
by the reladve safety and liquidity of the loan, subject, as all 
interest rates are, to the demand and supply of money and 
credit. 

Safety of Principal— A loan is an advance of money or 
credit upon the promise of repayment by the borrower. From 
this definidon it follows that no advance will be made unless 
the bank is convinced that the borrower can and will repay the 
amount borrowed. All loans involve risk, and in spite of every 
precaudon cases are certain to arise where the full amount is 
not repaid and the bank must sufier loss. The following 
illustradon shows how a small loss eats up the income earned 
by a much larger amoimt. 

A bank loaned |ioo,ooo at 4% for ninety days. The loan 
was paid at maturity, the money was reloaned^ and this process 
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continued for a year. By the end of the year the money, which 
had been fully repaid, had earned approximately $4,000 in- 
terest. When the expenses of loaning were deducted from this 
gross income of $4,000, the remaining amount represented the 
bank’s profit on the risk of actually $400,000. 

At the same time the $100,000 loan was originally made, 
another loan for $3,000 was put on the books. The borrower 
became involved in financial difficulties, and while part of the 
loan was finally repaid, a sizable balance was not. The loss 
which the bank sustained was approximately the same amount 
as the net profit on the $100,000 loan; thus the entire net in- 
come from a much greater risk merely offset the loss on the 
small loan. 

The significance of safety of principal is further empha- 
sized by the difference between the gross profit resulting from 
banking transactions and the gross profit obtained in other 
fields of business. The gross income from loans (interest re- 
ceived) is much less than the difierence between cost and sell- 
ing price in other fields. Therefore, while some losses from 
bank loans will inevitably occur, they must represent only a 
very small proportion of the total loaned. 

The methods used to assure the safety of principal will be 
mentioned in the discussion of the operations of the credit de- 
partment later in this chapter. 

Liquidity of the Loan — Since the commercial bank must 
consider its loans in relation to its obligations to depositors, the 
time of repayment of a loan is almost as important as the 
repayment itself. The availability of funds on short notice is 
called liquidity. For the individual bank, liquidity may be 
obtained in one or more of four ways. 

I. The loan may be repaid from the proceeds of the trans- 
action for which the borrowed funds were used or from 
(^er resources of the customer. A loan repaid from the pro- 
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cceds of the transaction for which the money was borrowed 
is called a self4iquidating loan. The self-liquidating character- 
istic of a transaction, either complete or partial, or the lack 
of it is a basic reason for the acceptance or rejection of a 
proposed loan. The following is an example of such a loan. 

The Jones Manufacturing Company wishes to finance a 
shipment of goods to the Ajax Company. An order bill of 
lading covering the shipment is attached to a demand draft 
for the amount of the payment due, and the draft is then used 
by the Jones Manufacturing Company as the basis for a loan 
from its bank. The bank loans the Jones Manufacturing Com- 
pany the amount (or part of the amount) of the draft, using 
the bill of lading as security. The draft with bill of lading 
attached is then forwarded by the lending bank to its corre- 
spondent bank, which presents the draft to the Ajax Com- 
pany. The draft is paid, and the proceeds arc remitted to the 
lending bank. The Jones Manufacturing Company’s loan is 
paid with these proceeds and a self-liquidating transaction has 
been completed. 

The self-liquidating feature of loans is recognized by bank- 
ing laws. In the national banking laws and in the banking 
laws of many states, the limitations on the total amount that 
may be loaned to a single borrower do not apply to the truly 
self-liquidating transaction. 

2 . A bank may maintain the liquidity of its funds by 
borrowing from the Federal Reserve bank or from a corre- 
spondent bank, rediscotmting the notes of its customer for 
this purpose. 

One of the privileges of membership in the Federal Reserve 
System is the use of its rediscount facilities. Loans to member 
banks ordinarily arc limited either to notes secured by g^em- 
ment d>ligations or to commercial paper that meets the re- 
quirements oi the Federal Reserve bank. Acceptable loans are 
called dibble; others are classed as non-dipble. 
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Eligibility is determined by the laws and regulations gov- 
erning the rediscoxmt facilities of the Federal Reserve System. 
Section 13 of the Federal Reserve Act states that eligibility is 
restricted to notes, drafts, and bills of exchange “arising out of 
actual commercial transactions; that is, notes, drafts, and bills 
of exchange issued or drawn for agricultural, industrial, or 
commercial purposes, or the proceeds of which have been 
or are to be used for such pvuposes.” 

Many otherwise excellent loans are not eligible solely be- 
cause they do not conform to the laws and regulations estab- 
lishing eligibility— in most cases because the loans are not 
made for purposes recognized as suitable by the regulations. 
However, a loan, after investigation by the credit department 
and loaning oEBcers of the Federal Reserve bank, may be 
classed as not acceptable for rediscount because of its credit 
classification, even though it is eligible as far as form and pur- 
pose are concerned. 

The Banking Act of 1935 made one important change with 
respect to the rediscount privilege by permitting a Federal 
Reserve bank to accept non-cligible paper imder circumstances 
where the loaning oflScers of the Federal Reserve bank deem 
the advance necessary to meet an emergency situation. 

3. The third way in which the liquidity of loans may be 
assured, as far as the individual bank is concerned, is through 
the direct sale of the notes or the security behind them (or 
both) to another party. This method, however, is less impor- 
tant than the first two. 

4. Liquidity may also be obtained by rotation of loans. In 
American banking it is customary for large corporations to 
maintain lines of credit at several banks. This is entirely dif- 
ferent from the procedure followed in England and Canada, 
where a corporation maintains a line of credit at only one 
bank. Therefore, in American banking a loan at one bank 
will often be paid with the proceeds of a loan made at one 
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of the Other banks with which the corporation does business. 
This payment of one loan through borrowing from another 
bank or another source (such as in the open market) is called 
rotation of loans. 

Use of Promissory Notes — ^In Chapter III mention was 
made of the use of negotiable promissory notes in the loaning 
activities of a bank. Each loan is represented by a promise to 
pay in the form of either a negotiable promissory note or a 
trade or bank acceptance. Since it is important that notes or 
acceptances be signed or indorsed by authorized parties, the 
bank must obtain full authority in each case. Authority for 
borrowing is given in the same way as authority for with- 
drawals on a customer’s account. The resolution form shown 
in Chapter III contains provision for authorization in connec- 
tion with borrowing as well as for withdrawals on the ac- 
count. In order to be certain that the authorization is current 
and complete, the records are checked frequently. 

Kinds of Loans— Notes are classified in various ways — 
according to type of note, maturity, form of security, and 
eligibility. By means of daily summaries of the notes in these 
classes, the executives, directors, and loaning officers are kept 
informed of how the bank’s funds are employed at all times; 
thus they are able to make new loans in accordance with es- 
tablished policies, to expand or to decrease any type according 
to the situation, and to see what funds are available for loaning 
purposes. 

Negotiable promissory notes may be unsecured or secured. 
If they are secured, they are called collateral notes. Unsecured 
notes are used in loans to companies, partnerships, individuals, 
and others when an advance is made upon the general credit 
standing of the borrower. 

The use unsecured notes is the result of business prac- 
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tices that prevail in the United States. Much of our business 
is conducted on an open account basis. When a customer buys 
goods, for example, no formal and written promise to pay 
is given; the seller simply enters the transaction as a memo- 
randum on his books. At agreed periods, generally once a 
month, the seller sends the customer a statement of the amount 
due, but even then payment may be extended for a consider- 
able period. 

In view of this practice, American banks extend credit to 
many of their customers on the basis of the flow of working 
capital — ^that is, from merchandise to accounts receivable to 
cash. While no specific property is pledged for the loan, it is 
understood that the property of the borrower is to be relied 
upon for payment, and a definite agreement is made by the 
borrower that the protection thus afforded the unsecured ad- 
vance will not be impaired by use of the property for purposes 
detrimental to the bank’s loan. In making such advances, 
banks carefully investigate the position of the proposed bor- 
rower and consider the accoimts receivable, inventory, cash, 
and s imil ar property as indireedy protecting the loan. 

The secured, or collateral, note is used when specific prop- 
erty is pledged to secure the payment of the loan. This security 
is in addition to the requirements and responsibilities con- 
tained in the promissory note itself, for while the bank has 
certain collateral which by agreement it may use (through 
sale) for payment of the loan, this fact does not in any way 
decrease ^e responsibility and liability of the maker of the 
note to pay it whether or not the collateral is sufiScient. The 
collateral note form should carry the power of rehypotheca- 
tion, so that the note may be used by the bank in that fashion 
if desired. 

The agreement regarding the use of the collateral is a 
part of the note form in most cases, although a separate col- 
lateral pledge form may be used. The bank is given wide 
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powers in the matter of disposing of the collateral, as many 
contingencies arise that make this necessary. If the bank did 
not have such powers, it might be in the position of having 
collateral which it could not use for the purpose intended. 
In practice, banks use every effort to notify the customer when 
the collateral is insufficient, in order that the customer may 
correct the situation and so make the sale of the collateral 
unnecessary. These notifications are made by telephone, by 
mail, by wire, or by any other means at the bank’s command. 

In connection with secured, or collateral, loans, the Fed- 
eral Reserve margin regulations are of the greatest importance. 
By virtue of national security legislation, regulations are im- 
posed upon security markets and security dealers, and pro- 
vision is made for the regulation of bank collateral loans 
through the Federal Reserve System. In loans exceeding 
$1,000 secured by stocks or bonds, a division is made between 
loans made for the purpose of purchasing or carrying stocks 
or bonds and loans made for other purposes. Ihe margin 
required for loans in which the proceeds are to be used for 
the purchase or carrying of securities is much greater than for 
other types of loans. It is a responsibility of the bank to find 
out the purpose of the loan and to require the margin specified 
by the regulations. Many banks require a letter from the bor- 
rower in case the funds are not to be used for stock or bond 
matters, and in some cases the letter states definitely the 
purposes for which the funds are to be used. 

To illustrate this differentiation in the case of loans secured 
by stocks and bonds, let us consider the application of Arthur 
Glade, the sole owner of a haberdashery shop, for a loan of 
$3,000 for ninety days, the loan to be secured by stocks listed 
on the New York Stock Exchange. It is apparent that the 
purpose of the loan may be either one of two things: to pur- 
chase more stocks or to huy inventory for the business. 

At the present time a member bank could loan only 45% 
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of the market value of the securities if additional stocks were 
to be purchased, but it could loan up to 70%, or whatever it 
deemed proper, if the funds were to be used for inventory 
purposes. 

Other Sureties — In addition to the use of securities as col- 
lateral, a note is often strengthened by having a party other 
than the maker also assume responsibility for payment. The 
other party, or parties, may indorse the note and thus assume 
the liability of an indorser, or the party may sign a separate 
agreement assuming liability called a guaranty. 

While the terms guaranty and surety are often used inter- 
changeably, the legal difference between them should be 
noted. Technically, a guaranty requires that the creditor (the 
bank) must exhaust all claims against the debtor (the bor- 
rower) before the guarantor may be held responsible. A surety 
provides that the creditor may proceed at once against the 
indorser (as a surety) to protect his interests. So while banks 
sometimes refer to these additional pledges as guaranties or 
continuing guaranties, they are really sureties and provide 
immediate recourse to the party, or parties, thus pledging 
themselves. A guaranty or surety of a corporation is valid only 
when it can be shown that there is a direct benefit to the 
corporation. 

Where other parties lend their credit in these various 
ways, the notes so indorsed are termed accommodation paper, 
although presumably the indorser would not agree to the use 
of his cre^t unless the transaction were directly or indirectly 
advantageous to him. Notes for which two or more parties 
assume liability are often called indorsed paper; and paper on 
whidi the indorsements represent actual parties to the trans- 
action is known as two-name paper, three-name paper, and so 
on, depending on the number of parties assuming liability for 
payment. 
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Demand and Time Loaiii— Loans are also classified on the 
basis of their maturity— -that is, when they are due. Some notes 
are payable immediately upon the request of the bank; these 
are called demand notes. Other notes, called time notes, run 
for definite periods of time, some due thirty days after the 
date they are made, some sixty days, some ninety days, and 
so on. The advances for which these notes are given are 
called demand loans and time loans, respectively. 

Because of the obligations of a commercial bank in the 
way of deposit liability and the necessity for liquidity, most 
loans are due within four months (or less) from the date 
they are made. Those that run for longer periods are subject 
to special arrangements. 

Obviously, demand loans are repayable on request, in fact 
as well as in name; therefore they are checked from time 
to time to see that they are such as to admit of immediate 
repayment. The tests applied are (i) the nature of the trans- 
action for which the loan is made and (2) the collateral, if any, 
supporting the loan. If the transaction is to be completed im- 
mediately, or if the collateral can be readily sold, or if the 
borrower has other funds with which to pay immediately, 
then the loan is truly demand. The following illustrations of 
typical demand loans will show how the tests are applied. 

The Martin Construction Company, customers in good 
credit standing of the Institute State Bank, are bidding on the 
construction of a school building. The sdiool board requires 
as evidence of good faith that each bid submitted be accom- 
panied by a certified check equal to 5% of the estimated cost 
of the work. This check is to be returned immediately to 
unsuccessful bidders, and within a few days to the successful 
one upon acceptance of the work and ctmipliance with the 
terms. Hie Institute State Bank therefore grants the request 
of the construction company and makes a demand loan, the 
proceeds to be used for the bidder’s check. 
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If the Martin Construction Company is not the low bidder, 
the check will be returned inunediately and the loan paid. 
If the company is the successful bidder and the terms are met 
by the company, the check will be returned and the loan paid. 

There are some cases, such as the one just cited, where 
local advances are properly made on a demand basis; but 
apart from these matters of judgment, the fact that local 
loans are linked with good will and deposits makes the use 
of the demand form questionable, for a demand to pay may 
be resented by the customer. From the standpoint of bank 
management, the review of demand loans presents a problem, 
for as long as interest is paid and margins are maintained, 
these loans are likely to be lost sight of imless some special 
procedure is arranged for their review. For this reason time 
loans with the regular review before renewal are preferable. 
In practice, it may be said that the only demand loans of 
any great volume are those made to brokers or security dealers 
in New York and Chicago, with a much smaller volume in 
other large centers. These demand loans are known as call 
loans. 

A call loan is an advance made to security houses on the 
pledge of readily salable securities. Call loans are paid the 
same day demand is made provided the demand is made by a 
certain time. The collateral may be sold if the loans are not 
paid, but this step is seldom found necessary. The experience 
of banks with call loans during the depression was excellent; 
thus in times of stress this type of demand loan demonstrated 
its true worth. Not the least of the factors in its favor is the 
truly demand nature of the loan. 

The following illustration shows the use of time loans. The 
Barton Clothing Company, retail clothing merchants, need a 
loan in August to complete their purchases of fall and winter 
clothing. This stock of clothing will be sold during October 
and November, and payment will be made by most buyers 
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early in December. The company borrows $5,000 from its 
bank, buys the clodiing, sells it, bills its customers, and collects 
the payments. These funds are then used to repay the loan. 

Collateral — The test of collateral is its value in terms of 
ready liquidation. The following kinds of collateral meet this 
test and constimte the chief source of collateral acceptable by 
banks: 

1. Stocks and bonds listed and traded on recognized ex- 
changes 

2. Unlisted stocks and bonds actively bought and sold by 
brokers and others 

3. Negotiable warehouse receipts covering staple commodi- 
ties 

4. Order bills of lading covering staple commodities 

5. Trade acceptances 

6. Life insurance policies (cash surrender value or collateral 
protection) 

7. Instalment contracts or chattel mortgages of standard, 
readily salable personal property. 

Stocl^s—A stoc\ certificate represents ownership of the 
assets ,of a corporation in proportion to the amount of stock 
held by the shareholder. In the past there were two general 
classes of preferred and common. The preferred was 

endded to dividends before the common and was also endded 
to share in the distribudon of the assets ahead of the common 
stock in the event of liquidadon. 

Common stock generally carries with it control of the 
corporation throu£^ the election of directors. The holders of 
this kind of stock are endded to all earnings declared as 
divi^ds over and above the requirements for the preferred 
stock. 'Hie dividend on preferred stock is usually fixed, while 
die dividend m common stock varies with earnings. 
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The distinction between the two kinds of stock has been 
greatly altered in the past few years in view of the fact that 
stock with characteristics of both preferred and common is 
now issued. The differing degrees of preference as to assets 
and dividends have so complicated the position of the stock- 
holder in many cases that he may be said to be a propor- 
tionate owner of the corporation subject to the privileges of the 
other stock issues of the company. 

Bonds — A bond is a written obligation under seed by which 
the obligor (the borrower) is bound to pay to the owner of the 
bond the amount of money designated. A bond represents the 
rights of a creditor and thus is actually a long term loan by the 
bondholder to the corporation, whereas stock represents owner- 
ship. 

Attached to each bond is a series of coupons, which are 
promises to pay interest. Sometimes, instead of bonds with 
coupons attached for the interest payment, the bondholder 
receives a re^stered bond. When a bond is registered, it is 
issued in the name of the owner, and interest is paid to him 
by check. Bonds may be registered as to the principal amount 
only or as to both principal and interest. 

Exchanges — While the liquidity of collateral notes 
may be assured in other ways, it depends primarily upon the 
ability of the bank to sell the collateral readily if need be. 
Markets for stocks and bonds are provided through the facili- 
ties of stocks exchanges, and since many collateral loans are 
secured by stocks and bonds, the facilities of stock exchanges 
are widely used by banks. 

A stoc\ exchange is an organization of individuals en- 
gaged in the business of buying and selling securities. Perma- 
nent quarters, equipped with facilities for efficient and eco- 
n nmiral execution of transactions, are established. The part 
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of the quarters devoted to the actual buying and selling is 
known as the floor of the exchange, and the various locations 
on the floor where specific stocks and bonds are bought and 
sold are called trading posts. 

Numerous rules are adopted by stock exchanges, but in 
general they cover the regulation of sales, the settlement of 
amoimts due, the requirements for the acceptance of issues to 
be traded, and the principles governing business conduct for 
members. A xmiform list of charges, or commissions, is estab- 
lished, and these fees are charged by members to non-members 
who ivish to make use of the facilities of the exchange. The 
commissions charged by members constitute the main source 
of income for firms in the business of buying and selling 
securities. 

When an issue of stock (or bonds) is accepted for trading 
on the exchange, it is said to be listed. The advantage of a 
listed security from the standpoint of the owner or of the 
bank that accepts it as collateral is that a buyer or a seller at a 
fair price is more likely to be found through stock exchange 
fiidlities than in any other way. 

Many issues are bought and sold {traded) in substantial 
amounts each day; these are termed active issues. Those less 
frequently traded are known as inactive issues. Obviously, 
active issues can be more readily marketed than inactive, but 
even for inactive issues buyers and sellers can usually be foimd 
at stated prices. An ofler to buy is called the hid price, while 
an ofler to sell is the ashed price. 

Many issues of stocks and bonds (particularly municipal 
bonds) are not listed on any of the recognized exchanges but 
are bought and sold by fhose interested. The market for 
these unlisted issues is created by the bids and asks between 
commission houses and investment dealers in this country. 
This market is known as the unlisted, or over-the-counter, 
market, and many issues are traded in substantial volume daily 
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with prices in narrow ranges and sales or purchases imme- 
diately executed. 

Since the objective of a bank is to have only collateral which 
is readily salable, it is of considerable importance to have as 
collateral either listed (and preferably active) issues or active 
unlisted securities. 

Warehouse Receipts — A. warehouse receipt is an agreement 
between the warehouseman and the party storing goods with 
him, covering the storage and the responsibility of the parties 
in connection vrith the transaction. Warehouse receipts are 
of two kinds, non-negotiable and negotiable. The non-negoti- 
able form is merely a receipt for the goods stored, a contract 
for the storage, and an agreement to deliver the goods to the 
party that stored them. A negotiable warehouse receipt is not 
only a receipt and a contract for storage but is also an agree- 
ment by the warehouseman to deliver the goods only upon 
the order of the party storing them and the return of the 
warehouse receipt properly indorsed. 

By indorsement of the negotiable receipt, the party storing 
the goods can transfer control of the goods to another; thus 
the control of the goods rests with the owner of the ware- 
house receipt, whoever he may be. The negotiable form is 
acceptable as collateral (if it covers staple commodities in 
proper warehouses), for the goods can be obtained by the bank 
and sold if necessary. 

A large volume of loans secured by negotiable warehouse 
receipts, covering such staples as cotton, sugar, wheat, corn, 
and so on, are made by ba^s in all parts of the coimtry. For 
example, during the canning season advances are made on 
canned staple vegetables in order to assist the canner during 
the peak of his operations. These advances are in the form 
of loans secured by negotiable warehouse receipts covering 
cases of the canned goods at market values in excess of the 
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amounts of the loans. As the goods are sold, the bank releases 
them from the warehouse upon proportionate repayment of 
the loan. 

Buis of Lading— A bill of lading is a contract between the 
carrier of goods and the shipper (for example, between a 
railroad and a shipper) for the transportation of the goods to 
the destination specified in accordance with the agreement 
made. It is also a receipt for the goods delivered to the 
carrier. There are two kinds of bills of lading: the straight 
bill, which is simply a contract for the transportation of goods, 
and the order bill, which, in addition to the contract, contains 
an agreement on the part of the carrier that the goods will 
not be delivered except upon proper indorsement and surrender 
of the order bill of lading. The order bill, like the negotiable 
warehouse receipt, has the efiect of placing the goods under 
the control of the proper holder of the bill. Accordingly, the 
order bill is satisfactory collateral if it covers a sufficient amoimt 
of staple commodities. 

A large proportion of the financing of wheat and other 
grains is done through the use of order bills of lading covering 
carload lots of standard grain. A grain elevator company which 
sells a carload of wheat to a millin g company attaches a draft 
to the bill of lading for the amoimt to be paid by the pur- 
chaser. This draft and bill of lading are taken to the bank, 
which assists in the financing by advancing funds upon the 
security of the bill of lading. On presentation of the draft to the 
purchaser, payment is made, the order bill of lading is de- 
livered, and the advance is thus automatically liquidated. 

If fen* any reason payment is not made, the bank still has 
control of the grain. Being a readily salable standard com- 
modity, die grain can be sold to some other party, and tide 
can be passed simply by indorsement and delivery of the bill 
C&. lading. 
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As in the case of stock exchanges, there are various grain 
and commodity exchanges in which large amounts of standard 
grains and commodities are bought and sold daily. Ready 
markets are thus provided for corn, wheat, oats, cotton, and 
many other commodities. 

Ufe Insurance Policies— \Mt insurance policies may be 
used as collateral in two ways: as a general protection to the 
bank as beneficiary of the policy in case of the death of the 
borrower or, more frequently, by assignment of the cash sur- 
render value of the policy. In the latter case, immediate pay- 
ment can be obtained by the bank through the exercise of its 
right under the assignment. 

Chattel Mortgages and Instalment Contracts— h. chattel 
mortgage is a promise of payment secured by pledge of per- 
sonal property imder an agreement by the terms of which 
certain payments are to be made and the lien against the 
personal property is to be removed on the completion of these 
payments. In the event the payments are not made according 
to agreement, the chattel mortgage provides that the lender 
of the money may take title to the property imder the circum- 
stances specified. The property can then be sold to others to 
obtain funds for the payment of the obligation. 

An instalment contract provides much the same sort of 
security for a loan as a chattel mortgage, the difference being 
that under an instalment contract ownership of the property 
remains with the lender until all instalments are paid accord- 
ing to the agreement. If all payments are made, the ownership 
of the property is transferred to the borrower; but if the terms 
of the agreement are not fully met, the property may be sdid 
to others to pay the balance due. 

These two kinds of obligations are used extensively to 
finance the sale of a wide variety of personal property— im- 
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tably automobiles. Instalment purchases generally require 
a cash payment of a percentage of the cost of the property, 
often from 20% to 25% of the selling price. This provides 
a margin between the value of the property and the amoxmt 
of the loan at the start, and the margin is increased through 
the monthly payments of the balance due. Payment of the 
balance within a year by equal monthly instalments is a 
common arrangement. 

State laws vary in regard to chattel mortgages. In some 
states they are not legal; in others they are legal only if the 
bank holding the collateral assisted in the financing of the 
transaction. 

A common method of financing sales is through the crea- 
tion of a collateral trust. Under the indenture creating the trust, 
the company agrees to lodge the chattel mortgages or instal- 
ment contracts with a trustee (generally a bank). Against this 
collateral, promises to pay, called collateral trust notes, are 
issued and are sold to banks and others. 

Companies engaged in the business of financing such sales 
often borrow from banks on the security of the instalment 
paper. In this case the chattel mortgages or instalment notes 
pledged as collateral have a value from 10% to 20% greater 
than the amoimt of the loan. In addition to the instalment 
paper itself, the bank has as security the credit of the finance 
company and the promises of the individual makers of the 
instalment or chattel notes, which in turn arc secured by the 
value of the personal property involved. 

Indirect and Direct Loans— -horns are also classified as 
direct or indirect. Direct loans, or direct lines of credit, are 
advances made to a customer upon his primary responsibility 
as maker of the notes. Indirect loans, or lines of credit, refer 
to advances which include the liability of others as well as 
diat of a customer of the bank. For example, the John Smith 
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Manufacturing Company has a line of credit of (100,000 on 
an unsecured basis with the Institute State Bank. In order to 
borrow, the company executes a note payable to the bank 
signed by the authorized ofl&cers of the company. The trans- 
action is directly between the company and the bank, and 
there is no obligation on the part of any other party. 

If, on the other hand, the John Smith Manufacturing Com- 
pany indorses a note or trade acceptance that is payable to the 
company and borrows money from the bank on this note or 
trade acceptance, the transaction is classified as an indirect 
advance. The party primarily responsible for the payment of 
the note or acceptance is the maker or the acceptor, as the 
case may be. The liability of the John Smith Manufacturing 
Company is secondary; that is, because of its indorsement the 
company is liable if the maker or acceptor docs not pay. 

Another term frequently used is indorsed paper. As the 
name indicates, this is paper indorsed by the borrower, who 
receives credit thereby. The term indirect is also used in con- 
nection with guaranties; that is, a contingent liability is created 
by some one who docs not receive the proceeds of the loan 
but who assumes the responsibility of a guarantor. In the fore- 
going example the John Smith Manufacturing Company re- 
ceived the proceeds of the trade acceptance. If instead of using 
a trade acceptance the company had borrowed unsecured and 
imder a guaranty of several individuals, these individuals 
would be contingently liable although they had not, as in- 
dividuals, received the proceeds of the loan. 

Performance of the hoaning Function — Three dej^irtments 
or divisions of the bank are established to perform ^e opera- 
tions of loaning. Each of these departments has its own duties 
to perform which are distinctly different from the duties of the 
others. The work of all three divisions constitutes the loaning 
operations of the bank. The performance of the loaning func- 
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tion> therefore, divides logically into the following arrange- 
ment of duties: 

1. The establishment of loaning policies by the board of 
directors and the proper application of those policies. In this 
connection the loan and discount committee assists the officers 
of the bank. 

2. The investigation, assembly, and analysis of credit in- 
formation and the recording of this information constitute 
the duties of the credit department. 

3. The proper handling of the notes and collateral, their 
protection, and the maintenance of the discount records are the 
chief duties assigned to the loan and discount department. 

The Loaning While the policies are established by 
the board of directors and the board works closely with the 
loaning officers in the execution of those poUcies, the primary 
responsibility for loans rests upon the loaning officers. The 
profitable and successful employment of the bank’s funds de- 
pends upon their knowledge, appraisal, and judgment of the 
loan applications. 

The loaning officers are the senior and junior officers of 
the commercial department, the vice presidents, the assistant 
vice presidents, and the assistant cashiers. Each officer has 
under his direction a number of accounts with which he is 
expected to keep in close touch, and he considers and passes 
upon loan applications made by these customers. In many 
banks the division of accounts comes about in an informal 
way, for customers habitually prefer to do business with the 
officers with whom they are best acquainted. In such cases 
the loaning officers work directly with the board of directors 
in applying loan policies to individual applications. The in- 
formal division of accounts is most likely to occur in small or 
moderate sized banks. 

In metropolitan banks the volume of loans, the number of 
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loaning officers necessary to handle them, the diversity o£ 
credits that must be considered, and the location o£ the busi- 
ness of the bank all combine to make necessary a more formal 
organization of loaning activities. In these large banks, the 
officers are divided into groups, and from two or three to 
six or eight senior and junior officers are included in each 
group. The officers in any one group become familiar with the 
loans of the other members of the group; thus when any 
officer is absent, others in the group can handle his loans. 
Often the group will recommend action to the loan and dis- 
count committee or to the board of directors in cases involv- 
ing bank policy or in the larger credit lines. 

Because of the volume of loans and the many kinds of 
credit requests to be considered, accoimts are assigned to groups 
on the basis of cither the geographical location of the business 
or the type of business of the customer. In the geographical 
method, the loaning groups are able to follow closely the 
developments in the territory assigned to them; thus they can 
more effectively serve the bank and its customers. By con- 
centrating on the territory and by making regular trips and 
calls, they can become closely acquainted with conditions and 
factors that affect business in the territory. 

The arrangement of assigning accoimts by industry or 
type of business has the advantage that the loaning officers 
become so familiar with the problems of the industries handled 
by their group that they are better able to judge the merits 
of proposed loans because of this specialized knowledge. 

Figure 30, which shows the arrangement used by one large 
bank, is typical of loan grouping. As will be noted in this 
chart, the executive officers of the bank and the loan and 
discount committee work between the board of directors and 
the loaning groups. From two to five vice presidents handle 
the work in each group, and one of them is designated as 
vice president in charge. The junior officers of the ^xmp (die 
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assistant vice presidents) handle certain loans and supervise 
the detail work of the group, acting between the group and 
the credit and loan and discount departments. As a result o£ 
the assignment of loans by industry and the mechanics estalv 
lished for the consideration of loans, these groups are able to 
conduct the loaning activities of the bank prompdy, carefully, 
and profitably. 

Proponents of the loaning group arrangement believe that 
four advantages arise from the consideration of loans by the 
group. 

1. Diversity of opinions by group members, resulting in 
more complete consideration of the factors affecting the loan. 

2. Familiarity with the loan by all members of the group 
instead of by a single loaning officer. 

3. Assumption of responsibility for each loan by the group. 

4. Continuity of organization. Temporary absence or deaffi 
or resignation of one officer does not affect the bank’s familiar- 
ity with the loan. 

In every bank the problem of how best to organize the 
loaning activities will be somewhat different from that of 
other banks, even in the same locality. The volume of business, 
the kind of business, the location of customers, and the ex- 
perience and training of loaning officers along special lines 
will all be factors in determining whether, in order to obtain 
the best results, the accounts should be formally divided into 
groups, and if so, whether the groups should be established 
on a geographical or on an industrial basis. 

The Credit Department — already stated, the perform- 
ance of the loaning function involves three distinct kinds of 
duties. The first of these, the establishment and application 
of proper loaning policies, has been discussed. The second 
group of duties — ^the investigation, assembly, analysis, and 
recording of credit information— will now be described 



374 the loaning function 

The credit department performs this second group of duties 
for the benefit of the loaning officers of the bank and so 
assists them in determining the proper disposal of loan ap- 
plications. In addition to assisting the loaning staff, the credit 
department provides a valuable service to the customers and 
friends of the bank by commenting upon the credit standing 
of firms and individuals on request. This courtesy is often a 
service of great importance to non-borrowing accounts or to 
other banks, which rely upon the information and analysis for 
their own decisions. The good will created by this construc- 
tive service is directly reflected in increased balances or new 
accoimts and in reciprocal courtesies extended to the bank 
in coimection with investigations for its own use. 

From an organization and operating standpoint, the work 
of the credit department divides logically into three major 
activities: (i) the assembly of information, (2) the analysis of 
the facts assembled, and (3) the recording of information in 
a complete, current, and useful manner. 

Obtaining the Information — ^The credit department uses 
several well organized sources of information, the chief of 
which are: 

1. Hie bank’s own record of the account 

2. Interviews with the customer by loaning officers or other 
members of the stafl 

3. Financial statements and audits 

4. Information from other banks acquainted with the af- 
ffiirs of the customer and from business concerns with which 
die customer has had contact 

5. General reports prepared by credit agencies 

6. General and special information contained in articles or 
reports in newspapers, magazines, and trade journals. 

All diis information is classified and assembled in the 
credit file (as noted under “filing” later in the chapter). 
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The Banl(s Own Records-Axi most banks a complete 
statistical record of each customer is kept on sheets or cards 
known as loan and balance cards. This tabulated experience 
with a customer gives a picture of the manner in which he 
meets his obligations to the bank, whether they be in the 
form of a loan or of responsibilities in connection with his 
account. On these cards are posted the loaning record from 
the books of the loan and discount department— the amoimts 
of loans made, the security (if any), whether the loans are 
direct or indirect, whether time or demand, and the record of 
payment, interest charged, and so on. This loaning record is 
supplemented by the records of other departments. From 
the analysis department, for example, comes the record of the 
average balances collected and uncollected, checks returned, 
overdrafts paid, items handled, profit or loss, and other mis- 
cellaneous information necessary to complete the statistical 
picture of the account. Thus the information contained in the 
bank’s own records reveals the business attitude of the cus- 
tomer, his regard for his duties, and his value to the bank 
as a customer. 

Interviews — One of the best sources of information is the 
customer himself. Therefore the loaning oflEcer or credit man 
interviews the customer and from him ascertains the reasons 
for the loan request, the use that is to be made of the funds, 
the current condition of the business, the markets for the 
company’s products, the personnel of the company, and other 
information applicable to the company’s operations, the safety 
of the funds if advanced, and the probability of their repay- 
ment on the due date. As soon as possible after the interview, 
the officer should dictate a summary for filing in the folder. 

Some customers are conservative in their estimates of the 
profitable use of borrowed funds and of the return of the 
funds within a short time; others are approximately conea 
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in their appraisal of the profit and time; sdli others are over- 
optimistic. A comparison of the statements made in the inter- 
view with other comments or with the financial statement of 
the concern will reveal either consistency or the reverse and 
open new channels of investigation and new bases of judg- 
ment. 

If, according to the bank’s credit file, a borrower has in 
the past estimated correctly the profit possibilities of his con- 
cern, has borrowed from this bank and repaid the loans, and 
has honesdy stated conditions and probable results in inter- 
views, the loaning officer can be reasonably sure that this 
borrower will repay a new loan at the time agreed upon. 

Financial Statements — In the case of an unsecured loan 
(discussed earlier in the chapter), reference was made to the 
dependence of the bank upon certain assets of the company 
for repayment of the loan, even though those assets were not 
specifically pledged to secure the obligation. It is important, 
therefore, that the value of the assets be not decreased, at 
least to a point where they will not be available for loan re- 
payment purposes. 

In order that the bank may ascertain just what these 
assets are and the amount of them, it asks the borrower for a 
financial statement. This statement represents a complete com- 
pilation of the financial condition of the company. The assets 
and liabilities are listed and classified, showing the relation 
of the assets to the liabilities, the relation of the company’s 
plant, equipment, inventory, cash, accounts receivable, and so 
on to sales and to short time obligations, the protection against 
unforeseen disasters through insurance, the profits earned or 
the losses sustained for the previous year, and other informa- 
tion bearing on the condition of the company and the trend 
of its operations. 

This statement may be prepared by the company and 
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certified as correct by authorized representatives, or it may be 
prepared and certified to by public accountants — ^individuals 
or firms in the business of preparing financial statements. 
In recent years, for income tax requirements and other rea- 
sons, an increasing number of firms have found it necessary 
to have an annual audit made by certified public accountants. 
When this is done, a copy of the report is given to the bank. 

Preliminary to consideration of an application for a loan, 
it is a recognized procedme of banks to require a financial 
statement, either an audited copy (if such is available) or a 
signed statement of the prospective borrower. When an audited 
statement is not presented, the bank sometimes sends a number 
of members of its own auditing stafi to set up the statements 
and report to the credit department. Statements are scheduled 
on comparative forms, and the figures are used chiefly for 
comparative purposes. 

The forms used for these statements include a promise on 
the part of the customer that he will notify the bank of any 
major change that may arise adversely affecting the statement 

Customers of the bank who borrow each year or who 
have lines of credit at their disposal provide the bank with 
new statements as soon as they are av^able, or upon request 
of the credit department or loaning officers. Even if a cus- 
tomer has no loan in contemplation, he realizes that the 
better informed the bank is regarding his affairs, the better 
able the credit department will be to answer inquiries from 
outside sources. Large corporations frequently make it a prac- 
tice to send statements and other information to many b ank s 
with which they have no dealings whatever, simply to assist 
those banks in answering inquiries that may be received. 

Trade and Ban\ Checkings— As additional information, 
there is requested a list of banks and other business houses 
with which the company has dealt in die past, or is now desd- 



THE LOANING FUNCTION 


378 

ing. The extent and nature of the business relationship with 
these references is stated. 

The interchange of credit information between banks and 
conunerdal enterprises is a well developed courtesy, and so 
the credit department is readily able to obtain full informa- 
tion on the experience of other banks and business concerns 
with the prospective borrower. The credit department makes 
inquiries of this nature by letter or by personal interviews, and 
the replies are placed in the credit file. Other banks are re- 
quested to state their experience with the subject of inquiry 
regarding such matters as lines of credit extended, loans made, 
promptness of repayment, and other information of impor- 
tance. Trade concerns are asked the amount of business done 
with the company in question, the arrangements made for 
payment, and how payments have been met. If desired, these 
references can again be constilted during the period the loan 
is outstanding to see whether conditions have changed, as 
this procedure will give the loaning ofBcer a current basis of 
appraisal. 

Agency Reports — Several companies in the United States 
engage in the business of preparing credit reports on com- 
panies and individuals. These reports are sold to banks and 
business firms and are extensively used in bank credit work. 
The business history of the individual or company contained 
in these reports is probably the most important information 
from the standpoint of the bank, for that history will include 
any available information regarding bankruptcies, lawsuits, 
composition settlements with credi:ors, and other unfavorable, 
as well as favorable, facts. The agency reports also contain 
trade checkings which are valuable. Some agencies specialize 
in limited fields, while others cover general business. 

Generd Information — A. considerable amount of general 
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information of value is obtained from newspapers and maga- 
zines. News items are clipped and filed, and while some of the 
information may be a duplication of facts obtainable else> 
where, current information is often more readily obtained 
in this way. Sales figures, large orders, and interim profit 
figures, often reported in news items, are of direct value 
in credit work. 

Filing— Tht information regarding loans is filed in the 
credit department, and custody of the files is an important 
part of the department’s responsibilities. A careful record 
is kept of all files that are out of the department in order 
that they may be located without delay when desired. Files 
can be withdrawn from the department only by authorized 
persons. The information contained in credit files and the 
method of filing are fairly uniform among banks. The follow- 
ing description is typical of the average credit file. 

This file is of letter size, divided into sections for ready 
reference. The first section is used for statements. The latest 
financial statement of the company is bound in with the 
bank’s comparative statement form, which is a sheet upon 
which the various items are entered for a period of years, thus 
making possible quick comparison of any part of the company’s 
statement with that of the previous year, or years. 

The second section of the file contains the interview re- 
ported by loaning officers and others. 

The third section contains the correspondence with other 
banks and business firms and corporations relative to the com- 
pany in question. 

The next section contains a file record of the balances and 
borrowings of the company, with fiill information on the 
types of loans, interest rates, length of the loans, and security. 

The last section has copies of letters written by the bank 
in answer to credit inquiries on the company. 
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Statement Analysis and Credit Management — Both credit 
management and statement analysis are fields of broad applica- 
tion, and in the curriculum of the American Institute of 
Banking each requires a full course. In this study of bank 
organization and operation, therefore, we can merely sketch 
the problems and methods of credit work. 

Without attempting to explain the problems of credit 
management or the methods of statement analysis, the follow- 
ing examples are given to illustrate the mechanics of credit 
department organization and operation. 

Credit Department of a Moderate Sized Bank^ — In a mod- 
erate sized bank the work is effectively handled by a simple 
system. A typical example of method follows: 

A junior officer of the bank acts as credit manager in 
addition to his other duties, and all credit work comes under 
his supervision. Credit investigations and special correspon- 
dence are handled by him, while the general correspondence is 
answered directly by the loaning officers. The credit files in 
the general filing division are imder his supervision. The post- 
ing of information, such as the comparative statement forms, 
is done by the bookkeeping persoimel at the direction of the 
credit manager. 

By these simple arrangements, the bank is assured of 
proper credit department facilities and of centralized respon- 
sibility under circumstances that do not justify a separate full- 
time department. 

Credit Department Organization and Operation of a Metro- 
politan Figure 31 is a chart illustrating the organization 

of the credit department of a large eastern bank. This chart 
shows clearly the division of credit work and the proportion 
of the department’s personnel necessary to perform each phase 
of the work. 
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This department consists of three officers and seventy em- 
ployees under the direction of a senior vice president, who is 
responsible for the operation of the department, contacts the 
loaning groups on special credit problems, and analyzes situa- 
tions presented to him for the purpose of determining whether 
or not they conform to the bank’s policy. The junior officers 
are assigned the duty of delegating authority within the de- 
partment, directing activity, and dividing the work of the 
department so that it is acaurately and promptly done. 

One division, consisting of twenty employees, conducts all 
credit inquiry investigations, checking with other banks and 
with the trade by mail, telephone, and personal interview, and 
summarizing information received from mercantile reports, 
newspapers, and financial publications. The responsibility for 
maintainin g complete and current information is assumed by 
this division. 

The statement analysis division has a force of twenty mem- 
bers, whose duty it is to record and analyze all financial state- 
ments. Half of this group enters the figures on the comparative 
statement forms used in the credit file. These members have 
had wide accounting experience and are also thoroughly 
familiar with the bank’s policy in the classification of items 
foimd on the balance sheet. It is their duty to see that the 
information obtained from the financial statements is properly 
classified and entered on the comparative statement forms. 
The other members of this division are selected for their 
experience and knowledge of the significance of items appear- 
ing on the statement; it is their duty to analyze the figures 
carefully and to prepare reports emphasizing the important 
features of the financial statements. 

Another division of ten is composed of senior men who 
are attached to the loaning groups of the bank. It is their 
duty to work with the loaning divisions on correspondence 
and reports and, as a means of facilitating review, to assemble 
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Loaning officer ad ises customer of amount^ 
time, and type of| loan acceptable and rate 
of interest require^ 

o 

CUSTOMER 

Rodke 33. PkocsH OT Maximo a Loan 
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for each loaning group all the records in connection with 
loans, approximately ten days before their maturity. The mem- 
bers of this group are carefully selected and are regarded as 
being prepared for a future position in the loaning groups as 
junior ofBcers. 

The credit files are handled by a personnel of five experi- 
enced clerks, who are charged with the responsibility of filing 
all information received. They must know what persons are 
entitled to use the files and permit only those persons to 
have access to the files. An accurate record is kept of the 
location of every credit file in order that it may be produced 
immediately when needed. 

The correspondence division consists of three members, 
selected for their knowledge and ability in answering special 
inquiries. Such correspondence as cannot be best handled in 
the regular way by the credit inquiry division or by the credit 
men attached to the loaning groups is referred to this corre- 
spondence division. 

In addition to the correspondence division, two men are 
assigned as coimter inquiry men, who answer requests from 
customers and others at the coimter and over the telephone. 

Malting a Loan — ^Figure 32 is an outline of the steps taken 
in acting upon an application for a loan. This chart illustrates 
the performance of credit department duties, the assembly of 
the result in the credit file, and the use of the file by the 
loaning officer. In this operation the importance of an efficient 
and well informed credit department, the close connection of 
credit activities with the performance of loaning functions, 
and the dependence placed upon the department by the loan- 
ing staffi the bank are clearly indicated. 

Personal Loans — Included in a recent study published by 
the Research Council of the American Bankers Association 
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(How Banks Lend) is the following result of a survey on per- 
sonal loans. The information was obtained from question- 
naires submitted by a group of banks whidi represented a 
cross section of the banking structure in the United States. 

“A series of questions was asked as to whether the bank 
made various types of specialized loans to individuals as dis> 
tinguished from business loans. 

“As to personal loans the returns were as follows: 


Banks granting personal loans 83.6% 

Banks not granting such loans 

Banks not answering 5-i% 


100.0% 

“Of the banks reporting that they granted personal loans, 
68.6% gave information which indicated an average number 
per bank presendy outstanding of 355, and an average size for 
these loans of $195. 

“Loans to aid individuals finance instalment purchases are 
also extensively granted by the banks. The returns on this item 


were as follows: 

Banks granting instalment purchase loans 62.7% 

Banks not granting such loans 28.7% 

Banks not answering 8.6% 


100.0% 

“Of the banks answering in the affirmative, 71.9% sub- 
mitted data which indicated an average of 278 of this t3rpe 
loan per bank outstanding and an average size of $159.” 

Personal loans often are handled by separate departments 
established for that purpose. A system which enables die bank 
to service a large number of loans per person employed in die 
department is essential if the cost per loan and per unit loanol 
is to be maintained in reasonable proportions. 

The credit analysis of a prospective personal loan foUom a 
standard procedure. The prospective boiTower fills out a lean 
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application form which asks for information regarding the 
employment, position, salary, dependents, property owned, 
debts, adverse legal actions, and references of the prospective 
borrower. Co-makers or indorsers provide the bank with simi- 
lar information on their own situation. From this information 
and other verifications, the personal loaning officer can deter- 
mine whether the loan should be made. 

The notes used provide for a series of principal and interest 
payments, with the provision that the entire balance may be 
declared due if any instalment is defaulted. In other systems, 
the instalments are credited to a special savings or thrift 
account, which is pledged as collateral to the loan. 

A ledger card is commonly used by banks to record pay- 
ments and balances still due. The customer is given a “deposit 
book” or duplicate of the ledger card, and payments and 
' balances still due are entered in it for the information and 
record of the borrower. When a payment is made, the ledger 
card and deposit book are often posted simultaneously by a 
posting machine, thus insuring a correct balance between the 
customer’s and bank’s record at all times. 

Delinquency notices are sent to borrowers within a very 
short time of any default. If the borrower does not immedi- 
ately correct the situation, the co-maker or indorser is notified. 

TTiere are many systems and variations with features par- 
ticularly adaptable to the problems of individual banks. 

Generally speaking, personal loan departments are valuable 
adjuncts to commercial bank services and profits if a sufficient 
volume of satisfactory loans can be obtained at a reasonable 
cost and serviced by an economical and efficient system. 

For further information on this subject and sample forms, 
the student is referred to the study entided Personal Income 
Loan Department Installation and Operation (Commercial 
Bank Management Booklet No. 17), issued by the Bank Man- 
agement Commission of the American Bankers Association. 
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Questions Based on Chapter IX 

1. What is meant by the legal limit? What is meant by eligibility? 
How is it determined? 

2. What two principal considerations govern bank loans? 

3. In what ways are loans classified? 

. What arc the principal kinds of collateral? 

. What are warehouse receipts? How are they used as collateral? 

. What primary responsibility rests upon the loaning officers? 

, What are the duties of the credit department? 

. What are the principal sources of information used by the credit 

department? 

9. What is the importance of stock and commodity exchanges to the 
loaning operations of a bank? 
xo. In what ways may loans be liquidated? 


Questions for Outside Investigation 

1. How is the loaning staff of your bank organized? 

2. Who performs the duties of the credit department? 

3. Does your bank have a loan and discoimt committee of the board of 
directors? 

4. What division of loans is made on the statement of condition of 
your bank? 

5« What is the legal limit for banks dxartered by your state? 
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Assignment 

He Institute State Bank^ newly organized, requires provision for 
credit department wcwrk. It is your duty as president of the bank to 
set up an organization for this purpose. The size of the bank docs not 
justify a separate department. In 200 words state the arrangement you 
would recommend, the division of duties you would make, and just 
why you would make such a division. 



CHAPTER X 


THE LOAN AND DISCOUNT DEPARTMENT. THE FOREIGN 

DEPARTMENT 

The Purposes of This Chapter: 

1. To explain the duties of the loan and discount department and of the 
collateral department. 

2. To show how these duties are performed. 

3. To oudine the characteristics of foreign transactions and to illustrate 
how these transactions are accomplished. 

_ third group of duties in connection with the operation 
•I- of the loaning function relates to the care of notes and 
collateral and to the maintenance of loaning records. The 
loan and discount department is organized to perform these 
duties, and upon the department rests the responsibility not 
only for the physical protection of the notes and collateral but 
also for the protection of the rights of the bank through 
proper presentation of the notes when and where due and 
through notice to indorsers or guarantors of their liability. 
In addition, the department is responsible for the protection 
of the bank’s secured position in collateral loans through 
constant check on the market values of the securities or com- 
modities and calculation of the margin for all secured loans 
with every change in value. 

The duties of the loan and discount department are six in 
number, as follows: 

1. The safekeeping of paper representing loans 

2. The safekeeping of collateral securing loans 

3. The proper presentation of notes when due 

4. The maintenance of adequate collateral 

5. The calculating and collecting of interest and other 
charges 
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6. The maintenance of complete and accurate loan records. 

These six duties involve the problem of custody of both 
notes and collateral, of teller work in connection with all 
loans, and of accoimting and bookkeeping of a permanent 
and important nature. The personnel of the loan and discount 
department must be experienced and must have a knowledge 
of the problems involved, for in every operation of the de- 
partment the importance of careful handling is emphasized. 
The personnel is qualified as discount tellers, custodians, and 
bool^eepers and in large banks is usually divided into these 
groups. 

The Discount Teller— Ahts the credit department has in- 
vestigated an application for a loan and the loaning of&cers 
have approved it and established the terms — ^that is, the 
amount, the time, the interest rate, the amount and type of 
collateral if any, and indorsements or guaranties — ^the physical 
servicing of the loan is completed by the loan and discount 
department. The approved loan comes to the department direct 
from the loaning staff with these terms completely described. 
The duties of the discount teller begin after the actual note 
has been approved by a loaning officer and sent to the discotmt 
department 

Both the initial step and the final step in loan and discount 
department work are completed by the discount teller. His 
fiKt duty is to see that the note conforms to the instructions 
of the loaning officer and to the line of credit established, as 
noted on the department records. For a new loan, this is done 
simply by checking against the authorization. In renewals, the 
discount teller may need to look up the record of the previous 
loan to see that the renev^ terms are the same, for often the 
authorizadcHi will indicate that the previous arrangement is 
to be continued. Obviously, the discount teller must see that the 
note is properly made out, that indorsements or accompany- 
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ing papers or collateral are correct and complete. The matter 
of collateral verification and its importance will be discussed 
later in this chapter. 

When the correctness of the note has been verified, the 
amount of interest is calculated and the due date noted. This 
is a purely mechanical process. The discount teller is pro- 
vided with interest tables; thus he need only refer to the 
proper schedule to ascertain the exact amount of interest and 
to a prepared calendar to obtain the due date. 

"nie teller then makes up a credit tic\et, which is used to 
credit the customer’s account with the proceeds of the loan. 
A duplicate of this ticket is given to the customer for his 
own record. If the customer requests a cashier’s check or draft 
instead of credit, the discount teller requisitions it from the 
draft cage or draft department. The proceeds of a loan pre- 
sented in person at the window are entered in the customer’s 
passbook. When the memorandum of credit is to be mailed, 
an advice of credit form is used, similar to that mentioned in 
connection with the work of the receiving teller. It is usual 
to give the customer a detailed record of the loan, either 
separately or on a credit memorandum form. 

The discount teller comes in contact with many impor- 
tant customers, and his courteous and careful attention to their 
transactions creates a good impression. It is necessary that he 
at all times apply his knowledge of what is required in 
connection with loans, for incorrect or omitted steps constitute 
a source of inconvenience and delay and may even result 
in loss simply because the technical position of the loan is 
incorrect. 

The discount teller is also responsible for accepting pay- 
ment for loans and for the return of paid notes and coUaterd 
released by the payment. He must be certain of die payment 
received and erf the propriety of releasing the collateid. Meat 
notes are paid by charging the account of die custexmer. &i 
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such cases a copy of the debit ticket is given to the customer 
ion his records. Some notes are paid by checks drawn on local 
banks. A few are paid by checks drawn on banks in other 
cities. It is a common rule of loan and discount procedure to 
require that checks drawn on other banks be certified or 
that a cashier’s check or draft of the other bank be used. If a 
cashier’s check, draft, or certified check of another bank is 
not used for payment, or if the check presented in payment 
is not drawn on the teller’s own bank, Ae discount teller will 
refer the check to the loaning officer for approval before 
returning the note and collateral. While this does not happen 
frequendy, it is nevertheless an important detail to observe. 

Calculation of Interest — In calculating interest banks gener- 
ally use tables based upon a 360-day year. The amoimt of 
yearly interest at any rate is divided by 360 and is carried in 
the table as a day’s interest. The interest on any loan is 
figured according to the actual number of days the note is in 
efiect If it is a thirty-day note, for example, and the thirdeth 
day falls on Sunday, under existing laws the note is due and 
payable the following business day. The thirty-day note then 
runs for thirty-one days, and interest is figured accordingly. 

It is customary for banks to discount notes — that is, deduct 
the amoimt of interest in advance — ^at the time the loan is 
made. The interest on a ninety-day note for $10,000 at 454 % is 
|i 12.50. In discounting the note, the bank deducts this amount 
&om the total loan, crediting the customer with the net 
amount, $9,887.50. While this procedure gives the bank a 
slighdy higher return than the custom is convenient 

and is well established; 

Interest is money paid for the use of money. Most states 
provick a maximum rate of interest that can be charged in- 
dividuals, and any charge above this to individuals is called 
usury — diarging of an illegal rate of interest. The penalties 
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for usury, provided by law, range from forfeiture of the 
excess interest charged to cancelation of the principal amount. 

Custodian Duties— 'Th.c protection against loss or misuse of 
the notes, guaranties, collateral, and other valuable papers is 
the major concern of the loan and discoimt department. The 
responsibility for their custody is generally assigned to the 
manager of the department, who is assisted by a senior clerk, 
or clerks. All notes are filed in steel cabinets, which are placed 
in the vaults of the bank each night. Collateral is also filed 
in vault trucks. Notes and collateral are under the control 
of the custodian, who may personally supervise their with- 
drawal from the files. The withdrawal of notes or collateral 
from the department is permitted only on written receipt by 
authorized officers. In order to eliminate the need for with- 
drawal for information purposes, duplicate records are main- 
tained, one for the use of the credit department and one for 
the loaning officers. 

Accounting and Bookkeeping— Tht purposes of accoimting 
in the loan and discount department are (i) to provide a daily 
record of the work of the department^ (2) to record die 
habilides of all borrowers, and (3) to list the due dates 
of all notes and acceptances. 

The daily record of transactions provides the means of 
balancing the operations of the department with other depart- 
ments and of reconciling the changes and new position of the 
department with the position of the previous day. In practice, 
each transaction is entered in a book of original entry, called 
the discount register, in the order in which it occurs during 
the day. 

All transactions are then classified and entered according 
to the liabilities of customers in the Halality ledger. 

Ihe necessity for prqper presentation of loans at die time 
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when and the place where they are due requires a third 
record. TTiis is called the maturity tick}er. 

These three records represent the minimum for accoimting 
and bookkeeping in discount department operations. In small 
banks the records may consist of just these three, since supple- 
mental or memorandum records arc unnecessary. The trans- 
actions may be entered in a bound register and thence posted 
to the liability ledger. A card file usually serves as a maturity 
tickler. This simple arrangement is adequate for a small volume 
of loans. 

Ordinarily, however, additional records and memoranda 
are of such practical benefit to the loaning officers and to the 
department, by providing information without interference 
with the work on the permanent records, that they arc pre- 
pared and used extensively. Machine posting and the use of 
multiple forms in discoimt department work enable the de- 
partment to duplicate records and classifications of transactions 
with little additional time and expense, thus providing exact 
information for a variety of uses by the credit department 
and loaning officers. 

The records of the loan and discount department are 
characterized by their completeness and permanency. The pro- 
tection to both the bank and its customers afforded through 
records that can be produced at any time has already been 
emphasized. It is obvious that the records of loans made and 
paid, of collateral received and returned, of collateral sold 
and proceeds applied to loan payment, and of proper presenta- 
tion of notes and acceptances are factual proof which may be 
relied upon even long after the transactions have been com- 
pleted. The importance of bank accounting in connection with 
the recovery of charge-offis was mentioned in a previous chap- 
ter. Ihe records of the loan and discoimt department are even 
more valuable since they form the basis for proper accounting 
records of loan activities. Therefore, all loan and discount 
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transactions are completely described, all actions are accounted 
for, receipts are issued for all collateral entering the depart- 
ment, and acknowledgments are made for all deliveries, in 
order that an accurate and complete accounting record may 
be created. 

Supplementary Records — Since loans are classified in four 
ways (direct or indirect, secured or imsecured, time or de- 
mand, eligible or non-eligible), memorandum records are 
generally made for reference purposes. These supplementary 
records are filed according to their respective classifications, 
totals of types of loans are made daily, and the information is 
given to the loaning officers and senior bank executives. 

Other supplementary records are used to assist the depart- 
ment in the performance of its duties. In maintaining the 
collateral margin, copies of the records of secured notes are 
used. The collateral itself is often classified and listed so that 
as changes occur in any particular stock, bond, or commodity, 
the loans affiected are immediately shown by this supple- 
mentary collateral record, as well as the degree to which they 
are affiected. 

The nature and extent of supplementary records are gov- 
erned by the character and volume of loans, the diversification 
by types of loans, and the loaning policies and practices. If 
memorandum records are only occasionally needed, they are 
assembled as required. A well organized loan and discoimt 
department, large or small, is able to supply records in addition 
to the regular ones as needed. Indeed, the ability of the depart- 
ment to assemble supplemental records is essential in times of 
rapid change. 

The Maturity Tickler — The loan and discount department 
is responsible for the presentation of all notes and acceptances 
in its possession svhen and where due. Most of the notes are 



394 and discount department, foreign raPARTMENT 

due and payable at the bank, and they must be available 
at the discount windows on the due dates. Notes or trade 
acceptances that have been discounted by customers are gen- 
erally payable at other banks, locally or in other cities. The 
purpose of the maturity tickler is to enable the department 
to take whatever action is necessary in order to effect prompt 
and proper presentation. 

An effective maturity tickler can be established simply by 
filing the records of notes by due dates, reviewing notes in 
advance of the maturity dates, and arranging for their pres- 
entation. Where the volume of notes is large, the maturity 
tickler is frequently divided on the basis of notes payable 
within the city and those payable in other cities. Such a division 
facilitates the work by eliminating a review of all notes in 
order to locate those requiring advance action. 

The procedure for collecting out-of-town notes or accep- 
tances is simple. Ten or twelve days before the maturity dates 
the notes and acceptances are entered in the collection de- 
partment with full instructions. The collection department 
presents the items through the usual channels. Notes and 
acceptances due locally at other banks or offices are presented 
by messengers, acting for the city collection division. 

Operation of Department Accounting and Action — ^Figure 
33 is a chart showing the steps taken in connection with the 
handling of a loan by the loan and discotmt department. The 
posting of the information in the discount register is illustrated 
by Figure 34, while the posting in the liability ledger and in 
die maturity tickler is illustrated by Figure 35. 

The work of the loan and discount department begins 
when a customer of the bank presents a note, approved by 
the loaning officer, at the discoimt teller’s window. The dis- 
count teller immediately checks the note and instructions, 
figures the interest, and credits the account of the customer. 
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NOTE Note approved by loaning officer 

present^ at loan and discount 
department by customer. 

Posfting 



Filed by date; comes 
up prior to maturity. 

If payable out of city 
or in city other than 
at the bank, entered for 
collection through col- . 
lection department. 


Perm'anent 

record 

hfed 

daily. 


Notice mailed to customer 
ten days before maturity 
of note as a reminder. 


Liability 

Ledger 

Continuinjg record of 
liability of e^ch customer. 

Note Filed 
in Vault 
Trtick 


C Maturity I 
Date I 

r 

tr * j 

as above. If note paid — 

I 

Discount 

Register 

Payment entered 

/ ■i,— 

Liability 

Ledger 

Payment entered 

Note Taken 
from File 

Canceled and returned to 
customer. 


Figuks 33. Discovirr Operation 
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An advice or duplicate of this credit is given to the customer, 
or the credit is entered in his passbook. 

The note is immediately entered in the discoxmt register 
and is completely described, as shown in Figure 34. The in- 



Figure 34. PomNO in the Discount Regutee 


formation is then entered in the liability ledger, and other 
forms are prepared, such as the maturity tickler and the notice 
which is to be forwarded to the customer ten days in advance 
of the maturity of die note. This notice is effective in prevent- 
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A.I.B. TRUST COMPANY 


Name Martin Manufacturing Co. 
Address 1 142 West 7th St.^ ^ 
Assigned to H.R.D. 


Liability Ledger 


Authorized Line 
of Credit 


Date of 
Maturity Rate 


Sheet No. 1 


1936 $4,000.00 Direct 
1,000.00 Indirect 



Direct Indirect 

Debit Credit Balance Debit Credit Balance 






Fioxtre 35. PornNO m tbb LiAstUTY Ledoee and in tbs Matdeitt Tickler 
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ing past due paper — that is, a note that is not paid prompdy 
when due. 

The liability ledger (shown in Figure 35) not only indicates 
the direct and indirect liability of the customer but also 
calls attention to die reladon of the outstanding indebtedness 
to the line of credit approved by the loaning officer, or loaning 
group. Any note that will bring the borrower’s indebtedness 
above the line of credit is referred to the loaning officer for 
decision. While loans exceeding the legal limit are seldom 
encountered (and those that are, usually result from error), 
the discount department can prevent unintendonal violation 
by reporting that loans presented, if approved, will exceed 
the h^t. 

Where pen and ink posting is used, the routine is followed 
in the order described: posting first to the discount register, 
then to the liability ledger, then to the maturity tickler file, 
and finally to other records. 

In machine posting, several records may be posted simul- 
taneously. The maturity tickler, the notice, the classification 
by type of loan, the credit or debit to the customer’s account, 
interest deductions, and the like can be prepared in one 
operation by use of the multiple form. Some machines provide 
facilities for posting the discount register and the liability 
ledger at the same time; and by use of devices that accumulate 
totals, these machines also provide a record for balancing pur- 
poses. 

When the accounting incident to the receipt of the note is 
completed, the note is filed in the truck vault according to 
maturity date. Ten days before the note is due, die notice 
is taken from the file and mailed to the customer, the maturity 
tickler is rei^wed, and any other necessary action is taken. 

Upon payment of the note, the discoimt register and the 
liability ledger are pc»ted. If the note is renewed, die procedure 
shown at the tqi of Figure 33 is repeated. 
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Past-Due 2 Vo/«— Only a comparatively few notes are not 
satisfactorily met on the due date. Those that arc not paid 
on time are classed as overdue, or past-due. Bankers are most 
particular regarding prompt attention to loans that are due, and 
non-payment of a note at maturity, whether througli oversight, 
negligence, or other cause, is a reflection on the borrower’s 
credit standing. So general is this attitude (and correctly so) 
that banks have reduced past-due loans to a fraction of their 
total loans. By sending the borrower a notice in advance 
(which is purely a courtesy and not required by law), the bank 
e limin ates the possibility of neglect through oversigjit; and 
by emphasizing the reflection of past-due paper on the cus- 
tomer’s credit standing, banks have made it plain that obliga- 
tions must be met according to agreement. In many clearing 
house associations, the members make a charge of 25 cents or 
50 cents for each day a time loan is permitted to run past due. 
This practice helps reduce the amount of past-due paper. 

From the standpoint of the loan and discount department, 
past-due paper must be reported immediately so that the loan- 
ing oflScer may take action. A record of past-due notes is kept, 
and this is one of the first records checked by bank examiners. 

It should be realized that there are occasions, though in- 
frequent and exceptional, when notes are past-due througji 
no fault of the borrower. For example, checks mailed in pay- 
ment may be delayed by storms, or sudden illness of the 
borrower may account for non-payment of the note when 
due. Justifiable exceptions are few, however, and past-due 
notes are accordingly rare in a well regulated bank. 

Care of Collatertd—'Wbslc the safeguarding of collateral 
through physiad protection is, of course, a primary respem- 
sibility in connection with secured loans, the care of collateral 
involves also the protection of the vedue represented, by con- 
stant observation of market prices in order that stiitable steps 
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may be taken to protect the bank’s interest if the value declines. 
The care of collateral requires complete and accurate records, 
and correct preparation of the necessary accompanying papers 
is essential for the full protection of both the bank and the 
customer. 

Ordinarily the care of collateral is a duty of the loan and 
discount department. In many banks, hoivever, the amount of 
collateral and the detailed work involved in connection with 
it make it advisable to segregate the duties relating to collateral 
and to assign this work to a separate division or department. 
In some large banks the duties pertaining to collateral are 
sdll further subdivided, and custody, for example, is assigned 
to a special division. One large bank separates the custody 
of collateral from cage operations by placing the collateral 
under special custodians in a separate vault. Collateral is re- 
ceived by these custodians as soon as it is checked in by the 
collateral teller, and delivery is made only upon written 
receipt 

Whether the responsibilities in caring for collateral are 
fulfilled by the loan and discoimt department or by a separate 
collateral department, the steps taken are the same. 

Collateral Records— From the standpoint of departmental 
accounting, collateral records are regarded as supplemental, but 
from the standpoint of efiective use, they are a necessity if any 
sizable amount of collateral is handled. These records vary in 
kind and number. It is usual to maintain a register, or journal, 
in which all securities are recorded as they enter the depart- 
ment. By die use of multiple forms, records for various pur- 
poses are written in one operation. In addition to die register, 
a record is made of all secured loans and the collateral to each. 
A third record is kept in which the collateral is listed by 
individual issuM. 

Suppose diat a loan is s^aiied by loo shares of United 
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States Steel Corporation common stock, 50 shares of American 
Telephone and Telegraph Company common stodc, and a 
$1,000 bond of the Pennsylvania Railroad Company due in 
i960 and carrying a 4}^% coupon. In the collateral register 
these securities would be given a complete description— name, 
number of shares or part amount of bonds, numbers of stock 
certificates and bonds, the loan for which they are held as 
collateral, the amovmt of the loan, and the due date. The 
same information would be filed under the name of the loan. 
Each security would then be listed with others of the same 
issue, forming a record of the total amoimt of each kind of 
security held as collateral to loans. 

The collateral register is the balancing record of the 
division or department, while the loan record provides the 
information on kinds of secured loans and secured liability 
of customers. The third record is used in determining the 
market effect of the individual issues on the loans. 

Maintaining the Margin — One of the main duties in con- 
nection with collateral loans is that of maintaining the ade- 
quacy of the collateral, commonly known as maintaining the 
mar^n. The margin is the difference between the value of 
the collateral and the amount of the loan. The desired excess 
of market value of the collateral over the amount of the loan 
is called the required margin. When this difference is less 
than the required amount, the loan is said to be short mar- 
gined. When the value of the collateral is less than the amount 
of the loan, the loan is said to be short. Until recent years, 
the desired margin was entirely a matter of policy with eadi 
bank, and banks still continue to have their own margin 
requirements. However, recent legislation has given to the 
Board of Governors of the Federal Reserve System the powr 
to determine the margins to be required for loans for specu- 
btive purposes, and this legislation must now be considered 
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a part of external control. Regulation U, which has been issued 
by die board in accordance widi the provisions of section 7 
of the Securities Exchange Act of 1934, covers the question 
of margins. 

If die proceeds of the loan are to be used for purchasing or 
carrying securities, the margin required is usually much greater 
than if the proceeds are to be used for other business pur- 
poses. In the latter case, the bank has complete authority, and 
banks generally find it practicable to have the customer submit 
a signed statement that the funds are not to be used for 
speculative purposes — ^that is, for purchasing or carrying se- 
curities. If the loan is especially large, often the customer will 
state definitely the use to which the proceeds are to be put. 

In determining the margin, the collateral division, or de- 
partment, uses a margin card, which provides columns for 
recording the amoimt of the loan, the collateral securing it, 
and the market price and value. Each security in the list is 
checked for market value, the value of the security is figured, 
and the total value of the collateral is computed and compared 
with the amount of the loan. This margin check-up is done at 
whatever intervals may be necessary to keep the record rea- 
sonably current. Sometimes margins are checked every few 
days; at other times they are checked daily; and in times of 
declining markets they may be verified several times a day. 

If the margin for any loan is insufiBcient, the matter is 
referred to the officer who approved the loan, and he requires 
the borrower to redua the principal or to provide additional 
satisfectory collateral. 

Verifying Collateral — the preceding chapter we observed 
the part that stock and c(»nmodity exchanges play in the 
marketing of collateral. The facilities of these ex^anges and 
also of unlisted, or over-the-coimter, transactions arc subject 
to good delivery of the collateraL 
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Good delivery simply means that the stock, bond, or ware- 
house receipt is in proper shape for the transfer of ownership 
by completion of the mechanics of transfer. Stock certificates 
are issued in the name of the owner, and if he wishes to 
transfer title, he must indorse the certificate in the place pro- 
vided for this purpose on the reverse side of the certificate. 
This indorsement must be witnessed in the place provided iot 
the signature of the witness. It is common practice to require 
a bank or a stock exchange house to guarantee the authentic- 
ity of the indorsement. 

Bills of lading and warehouse receipts in negotiable form 
must be properly indorsed for good delivery. They must be 
complete and must also contain a definite description of the 
goods covered. 

Mortgages and real estate contracts require certain accom- 
panying papers in order to render them salable, and usually 
they must have insurance coverage against standard risks. 

For stocks, good delivery requires indorsement by the 
holder and verification of his signature. Sometimes a customer 
does not wish to indorse the certificate, since he expects to 
have it returned and does not care to have it in negotiable 
form for fear of loss or theft. Therefore, in place of the 
indorsement on the certificate, he may give the same consent 
in the form of a power of attorney. This power, signed by 
the owner of the certificate, authorizes the transfer of the stock 
and is called a stoc\ power. 

Coupon bonds are transferable by delivery if all unpaid 
coupons are attached. If any coupon is missing, transfer of the 
bonds is not good delivery until the date of payment of the 
missing coupon. 

Registered bonds require the authority of the party in 
whose name they are registered for effective transfer to an- 
other party or for exchange for coupon bonds. This authority, 
called a bond power, is given in the form of a power of attor- 
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ney, signed by the registered owner of the bonds, authorizing 
the sale or exchange. 

Another important document is called a hypothecation 
power. When a borrower offers collateral which is in the name 
of some other party, consent to its use must be in written 
form, which specifically states that the owner agrees to the 
use of the collateral by the other party. 

The collateral teller must verify the correctness of all the 
documents necessary for the transfer of collateral, and he must 
ascertain that the collateral itself, both in kind and amount, 
is satisfaaory to the loaning officer. In a bank where the loan 
and discoimt department handles collateral, these duties fall to 
the discount teller. 

Collateral Division or Department Operations — ^Figure 36 
shows the steps followed in receiving and returning collateral. 
When the collateral is presented by the customer, it is first 
checked to see that it is complete and correct. Any minor 
flaw in the condition of the security is noted on the receipt 
issued. For example, if a bond offered as security has had a 
coupon removed because it is due within the next few days, 
the collateral is accepted subject to this exception. However, if 
some more important defect exists, the matter is referred to 
the loaning officer for decision. 

Upon verification of the security, a receipt is issued to the 
customer. A copy of this receipt is given to the loan and dis- 
count department as its record for posting purposes. Where 
multiple forms are used, one copy is a receipt form. 

^e next step is to figure the margin. Each security is 
checked for market value, and the total value of the collateral 
is figured and compared with the desired margin. 

Hie collateral is then filed; the records made are filed in 
order; and process of receiving collateral is completed. 

Funds received in payment of the hxui by the loan and dis- 
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count department are reported to the collateral department 
immediately, in order that the collateral may be delivered on 
receipt by the customer. The form used is often a copy of the 
multiple form prepared at the time the collateral is received. 

Broilers* and Other Special Collateral Loans — Some col- 
lateral loans require specif treatment. Among these are loans 
to stock exchange members or investment houses, loans to 
grain and commodity brokers, and large warehouse receipt 
loans to manufacturing concerns. The special facilities re- 
quired are necessitated by the substitution privilege, which 
permits the withdrawal of part of the collateral by the cus- 
tomer for sale and delivery and the substitution of other col- 
lateral in its place. A form listing the collateral to be with- 
drawn and the collateral replacing it is approved by the loan- 
ing officer. 

Loans subject to substitution require ready access to the 
collateral and immediate verification of market value. It is 
advisable to have these transactions handled by a designated 
collateral teller, or by a separate cage if the volume justifies it. 
Such a special cage is commonly known as the broher^s loan 
cage. 

Loan and Discount Department Organization — In a small 
bank one member of the stafi can handle the entire loan and 
discoimt procedure; the volume of work is usually so light 
that he can attend to the window work, prepare the records, 
and maintain the custody of notes and collateral effiectively. 
The TMiords kept in such a department consist of a discount 
register, a liability ledger, a maturity tickler, and a collateral 
loan record. The collateral loan record shows the listings of 
the various collateral held against customers’ d)ligations, in 
order that the collateral may be priced, margins computed, 
and other details in connecdcHi mth collateral atlendi^ to. 
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Any information desired is obtained by direct reference to 
these records. 

In moderate sized banks a division of the work is made. 
For example, one bank has a force of three, one member act- 
ing as discount teller, another handling the bookkeeping for 
the department, and the third acting as custodian of notes and 
collateral and assisting in discoimt teller work. In addition 
to the regular records, copies of loans are kept for reference 
purposes by loaning officers. 

The discoimt and collateral department of a certain lar^ 
metropolitan bank is divided into the teller, bookkeeper, and 
custodian divisions. This department has a personnel of fifty- 
five. Under the manager of the department are three assistant 
managers, each in charge of designated department operations. 
The bank has a divisional loaning arrangement and so carries 
its registers and liability ledgers in sections corresponding to 
the loaning divisions. The collateral is similarly handled ac- 
cording to loaning divisions. 

There are nineteen discoimt or collateral tellers, nine ledger 
clerks in the loan and discount division, fifteen margin tellers 
and collateral record clerks, five stenographers and typists, and 
three general members. 

Looseleaf records, machine posting, and multiple forms for 
collateral receipts, maturity notices, and the like are used. 

, Character Loans and Small Loans — ^Mention was made in 
Chapter I of personal or small loan institutions. The problem 
of making and servicing small loans is so diffierent from the 
problem involved in loans to business enterprises that the 
methods used are quite distinctive. 

Briefly, character loans (as they are called) have a well 
established basis for favorable consideration. When carefully 
made, they have an excellent record of payment and, under 
applicable operating procedure, a record of consutent profits. 
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It is obvious that the procedure followed in granting a loan 
of several thousand dollars cannot be followed for a loan of 
$200. Loaning officers can pass upon only a limited number 
of loans in a given amount of time, and for senior loaning 
officers to devote their time and attention to small loans would 
be to deprive other borrowers of time and attention required. 
Credit department routine and loan and discount operations 
must be adjusted to a more simple and less costly basis for 
handling these small loans. 

There are two general groups of character loans: those 
secured by the indorsement of two or more parties in addition 
to the obligation of the maker, which is the largest group, 
and those secured by pledge of collateral. The majority of 
borrowers are salary or wage earners, and their income con- 
stitutes the principal basis for the extension of credit. 

The credit investigation procedure for these loans has be- 
come standardized. The application form requests information 
about the borrower and also about his indorsers or co-makers. 
Among the facts furnished on this application form are the 
following: the record of employment of the borrower, his 
salary, dependents, banking connection, church and lodge 
affiliations, other income, real estate owned, record of other 
borrowings, commercial credit record, and purpose of the 
loan. A somewhat less extensive body of information is ob- 
tained regarding the indorsers or co-makers. From an analysis 
of these facts an appraisal of the application can be readily 
made. In practice, a standard is usually established, and the 
prospective borrower is judged by that standard. For example, 
the proportion of the borrower’s income that can be safely 
loaned, the proper purposes of the loan, and the most effieedve 
method of repa3rment are all quite accurately known through 
experience, and the credit invesdgadon simply shows whether 
or n<A the applicadon conforms to these requirements. 

It has been found that character loans should not extend 
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beyond the period of a year and that monthly, semimonthly, 
or even weekly payments are best suited to repayment of the 
loan. In order to eliminate repeated handling through renewal 
of a loan each time a payment is made, a note form is used 
for the entire amount, and payments are either indorsed on the 
note or set aside in a special account until completed. When 
payments are placed in a special account, a savings accoimt 
method is used, and indorsements are made either upon the 
note itself or by detached payment notices. Thus the loan 
needs litde attention tmless the agreed payments are not made. 

While the gross return on these loans is usually greater 
than that obtained from other loans because of the customary 
fiat charge for an instalment note, the cost of handling this 
business must be carefully watched, since the gross income on 
each loan is small. By establishing a separate division for small 
loans, by assigning a junior officer to do the credit and loaning 
work, and by using a separate ledger in the loan and discount 
department, a commercial bank can eliminate many of the 
activities, operations, and expenses incident to regular loans. 

To illustrate the operation of a small loan department in a 
commercial bank, the following record of a typical loan is 
given. 

The applicant wishes to borrow $200 for the purpose of 
paying the balance of general and special property taxes to- 
taling $234.68. He submits an application for the loan to the 
junior officer in charge of the small loan department, listing 
as co-makers his employer and a neighbor. 

The application is checked within two days, and all refer- 
ences are found to be favorable. The purpose of the loan is 
satisfactory, and the amount requested is well within the io% 
of income limi t placed by the bank on small loans, for the 
applicant has a salary of $225 a month. Hie applicant is imme- 
di^ly notified that his loan is acceptable, and arrangements 
are made to have the note signed by him and his co-makers. 
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The note is for ten months, and repayment is to be made 
in monthly instalments of $20. 

The amount of the loan less the interest at a rate agreed 
upon is given to the borrower, and he is furnished a special 
savings accoimt card on which the monthly payments are to be 
entered. The transaction is recorded on a special ledger and 
the note filed. 

Since the payments are made regularly, no further refer- 
ence to the loaning officer is necessary, and at maturity the 
accumulated funds in the special savings account are used to 
pay the loan. 

From an operating standpoint small loans are thus handled 
economically. A standard and easily made credit checking, a 
prompt and satisfactory appraisal and approval by the loaning 
officer, and elimination of repeated review and recording are 
characteristic of this type of loan. The loan and discount 
operations occur only twice, once when the loan is made and 
again when it is paid. No supplementary records are necessary. 
Through the accumulation of payments in a special savings ac- 
count, the small loan can be ladled more economically than 
it could by indorsement and handling by the discoimt depart- 
ment. In short, these loans are considered as a group, handled 
by standardized methods and at reasonable costs. 

The increasing favor of small loan departments in com- 
mercial banks is due largely to the record of payment and 
profit on diis type of loan. The service provided is one which 
is needed and for which a large number of salaried persons 
and wa^ earners can qualify. 

The Foreign Department 

TAc Field of Foreign Banking Contrasted tvith Domestic 
Within the United States, the purdiase and sale of 
goods and service, the payment of obligations, the investment 
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of surplus funds, and other business transactions involving 
money payments are all reflected in the operations of banks. 
Deposits, collection of checks (both locally and nationally), 
advances of funds in the form of loans, transfers of credit 
by wire, and other banking facilities and operations are an 
integral part of business. By means of checks, a widely used 
and important circulating medium has been created, and this 
medium is serviced by the various departments of banks, par- 
ticularly the clearings, bookkeeping, and transit departments. 

All these transactions involve a final exchange of orders 
to pay and the settlement of net balances. Exchanges within 
the bank are setded by ledger entries; exchanges between 
local banks are settled through the clearing house association 
facilities; and exchanges between banks in different cities or 
different parts of the country are effected through transit 
settlement methods. 

While the principle of exchange and settlement is the same 
both locally and nationally, the mechanics are different. We 
have seen that transit operations are more detailed and take 
longer for completion than clearings; we have also observed 
that in loan and discount operations the presentation of out- 
of-town items requires more detail than the presentation of 
notes payable at the bank itself. 

In the field of foreign banking, while the transactions have 
the same characteristics in principle as domestic banking trans- 
actions, the mechanics necessary to accomplish them differ 
so much from those relating to domestic transactions that a 
separate department— the foreign department— is organized 
and operated to handle them. 

The exchange of checks and settlement of balances, the 
advances of credit made to assist in financing trade, the trans- 
fer of credit by bank draft, cable, and telegraph, and the 
presentation of items of a collection nature are handled by 
the foreign department if they apply to foreign banking. So 
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distinct arc the operations of the foreign department that it is 
operated almost as a separate institution, maintaining its own 
balances in other banks, handling cash and collection items 
drawn on other countries in its divisions established for that 
purpose, making its own loaning arrangements, and handling 
wire and cable transfers by its own system. 

It is obvious that foreign banking, because of its exten- 
siveness, may be considered a separate field of banking study. 
Therefore, in this course we can do no more than outline the 
factors that affect foreign transactions and briefly discuss the 
organization and operation of the foreign department. 

The principal activities that give rise to foreign banking 
transactions arc: 

1. The importation and exportation of goods and com- 
modities 

2. The purchase and sale of securities and the payment of 
principal, interest, and dividends 

3. Payments for services rendered (freight, insurance, and 
so on) 

4. Immigrant remittances and travelers’ expenses. 

Exchange— The relationship between the value of the cur- 
rency of one coimtry and the value of the currency of another 
country is expressed by what is called the exchange rate, or 
rate of exchange. The term oichangc rate is not used in 
domestic banking, since all domestic payments are made in 
terms of the same currency. Foreign settlements, on the other 
hand, involve two currencies, and it is therefore necessary to 
establish the value relationship of the two. 

Formerly, the basis of exchange value was the gold cover- 
age, or proportion of gold securing the currencies. Since the 
World War, this basis has been complicated by the laws of 
various countries which arbitrarily regulate die flow of gold. 
Whereas formerly ultimate setdements for international trans- 
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actions were made by shipments of gold bullion, settlements 
are now made by transfers of funds into the desired currency. 
As might be expected, the operations in foreign exchange 
transactions require specialized knowledge and experience of a 
technical nature. 

Commercial bankers are interested principally in the facili- 
ties provided for exchange, rather than in the mechanics of it. 
While extensive use of the facilities. is made by a large number 
of banks throughout the United States, foreign exchange de- 
partments and foreign exchange bankers are limited to the 
large banks located in the financial centers. 

Foreign Banking Transactions— From the commercial 
banking viewpoint, foreign banking transactions may be con- 
sidered in three groups: 

1. Transactions involving immediate payment or transfer 
of funds 

2. Transactions providing for future payment or transfer 
of funds 

3. Transactions involving credit arrangements. 

In transactions involving immediate payment or transfer 
of funds, the cable is used extensively. Cable rates quote the 
price of foreign currency for immediate use. Payments are 
also made by drafts drawn against foreign balances, payable 
in the currency of the coimtry in which they are drawn. 

Future payments or transfers are anticipated by the pur- 
chase of exchange to be available at a future date or by the 
use of drafts drawn against balances. 

Credit arrangements arc met through the use of letters of 
credit (explained later in this chapter). 

Exchange Exchange is treated as a commodity, 

and markets or prices for the conversion of dollar funds into 
the currencies of other coimtrics are available at aU times. 
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Daily rates for the leading cxirrendes are quoted in the finan- 
cial sections of newspapers, and quotations may be obtained 
from foreign departments of banks. The following illustra- 
tion is typical of the use of exchange facilities by customers of 
c omm ercial banks. 

The Mardo Manufacturing Company of Des Moines, Iowa 
is buying goods in London and wishes to make immediate 
payment for them in poimds sterling, the British unit of cur- 
rency. The company requests its bank to arrange for the pay- 
ment. The bank wires the order to its New York correspon- 
dent, which wires back the exchange rate and the total cost for 
the funds to the Des Moines bank. This rate includes a small 
profit for the service. 

The Mardo Manufacturing Company pays the Des Moines 
bank, and the Des Moines bank authorizes the New York 
bank to transfer the funds from its correspondent account. 
The New York bank buys poimds sterling in London and 
completes payment on behalf of the Mardo Manufacturing 
Company. 

If the transaction calls for payment at a future time, such 
as ten days, the rate quoted will be for delivery at the desig- 
nated time; the transfer will be made from Des Moines to 
New York and the exchange purchased for delivery in London 
in ten days. 

Future exchange contracts are very important in foreign 
trade. Just as some domestic transactions call for payment im- 
mediately and others in thirty or sixty days or at some other 
fiiture time, so in foreign transactions the times of payment 
vary. Let us suppose that payment is to be made by the Mardo 
Manufacturmg Company in sixty days. A future exchange 
contract is used; this contract provides diat some party will 
supply pounds sterling balances for the Mardo Manufacturing 
Com^my <m the day required. By entering into the contract, 
the Mardo Manufacturing Company eliminates from its trans- 
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action the exchange speculation clement, for regardless of die 
exchange quotation on the day of delwery of the contract, 
the Mardo Manufacturing Company has paid for its pounds 
sterling according to the contract price and so has no interest 
in the fluctuadons of exchange rates during the period or in 
the price on the day of payment. 

Letters of Credit— Thete arc two main classificadons of 
letters of credit: travelers’ letters of credit and commercial 
letters of credit. 

A traveler’s letter of credit, which is used by persons travel- 
ing in other countries, is an agreement by the bank, in the 
form of a letter, to the effect that the bank will honor drafts 
drawn in accordance with this agreement up to the total 
amoimt of the letter. Drafts drawn imder the terms of a letter 
of credit arc called clean drafts— is, drafts without docu- 
ments attached. 

The commercial letter of credit is used for business transac- 
dons. This is an agreement between the issuing bank and a 
foreign bank, or banks, providing for the payment or accep- 
tance of drafts drawn in accordance with the terms of the 
letter of credit. Generally, documentary drafts are used, and 
the papers and documents which are required to be attached 
arc listed and described in detail in the letter. As each draft 
is drawn, the amount is deducted from the total by indorse- 
ment on the back of the letter, and the balance sdll available 
is ^own. 

Classification of Letters of Cred//— Letters of credit are of 
various kinds, depending on the requirements of the transac- 
tions they arc to cover. 

Irrevocable letters arc not subject to cancelation after issu- 
ance, while revocable letters may be canceled upon propex 
notice. 
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Letters of credit arc drawn payable in various currencies— 
dollars, pounds, francs, and so on. 

If a single transaction (or a scries of transactions) within 
the amount of the letter is covered, the letter becomes void 
after completion of the transaction (or transactions). Such a 
letter is known as a straight letter of credit. 

If the letter of credit provides for a maximum limit to be 
outstanding at any time, with like amounts to be made avail- 
able when the amount has been used, it is called a revolving 
letter of credit. A revolving letter of credit makes available 
any portion of a credit which has been used and then repaid. 
In effect, a $25,000 revolving letter of credit is always either 
partly used or partly unused but is never discharged until the 
whole credit expires. 

Letters of credit arc also classified as to purpose (export or 
import), as to security (clean or documentary drafts), and as 
to time (whether the drafts are to be paid at sight or after a 
lapse of time). 

Import Use of Commercial Letter of Credit— An illustra- 
tion of the use of a commercial letter of credit follows. 

The Coffee Corporation of Chicago is in the business of 
roasting and marketing coffee. It arranges by correspondence 
and cable to purchase a supply of coffee from the Santos Ex- 
porting Company in Sao Paulo, Brazil. The price, terms of 
shipment, and other details are agreed upon. 

Each company wants certain assurances: the seller, that 
payment will be made or provided for in a satisfactory manner 
upon delivery of the coffee to the buyer’s representative in 
Brazil; the buyer, that the coffee will be of the grade and 
amount called for and will be delivered at the specified time. 
By the use of a letter of credit, these requirements will be met 
completely and without the delay and inconvenience that 
might otherwise prevail; payment will be made by a bank, an 
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arrangement which is satisfactory to the seller, but that pay- 
ment will not be made until the delivery has been completed 
according to the arrangement. 

The Coffee Corporation applies to its bank for a letter of 
credit, stating the amount desired, the purpose of the credit, 
the currency in which it is to be paid, and the agreements 
governing the shipment. The application is approved by the 
loaning officer in the foreign department, since the Coffee 
Corporation is an excellent customer of the bank. The letter 
is then drawn up and executed and delivered to the Coffee 
Corporation. 

The Coffee Corporation forwards this letter to the Santos 
Exporting Company, the seller, which delivers the coffee to a 
steamer pier in South America and obtains a bill of lading. 
The bill of lading is then attached to a draft drawn on the 
bank which issued the letter of credit (the Chicago bank). 

Unless the transaction is one of collection only, the seller 
usually attaches the bill of lading and other documents to the 
draft drawn on the issuing bank and sells this draft to his bank 
in Brazil, either selling it as a spot transaction at the time of 
delivery or already having sold the dollar draft for a certain 
amount in milreis when the transaction was first entered into, 
in order that he might be protected against exchange fluctua- 
tions. 

The Sao Paulo bank sends the draft and documents to its 
New Orleans correspondent, which in turn forwards the draft 
and documents to the Chicago bank for payment or accep- 
tance. 

If the agreement between the Coffiee Corporation and the 
Santos Exporting Company calls for acceptance of the draft 
instead of payment upon presentation, the Chicago bank 
accepts the draft and returns it to the New Orleans bank. 
Instead of sending this bank^ acceptance back to Brazil, to be 
returned again when due, the New Orleans bank may sell it to 
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an acceptance house, whose bunness it is to buy and sell accep* 
tances (and thus it creates a market for them). The acceptance 
house deducts &om the face of the acceptance a small amount 
called discount, which represents the interest return for the 
use of the funds. The New Orleans bank may, imdcr instruc- 
dons from its correspondent in Sao Paulo, hold the acceptance 
until maturity and then present it to the Chicago bank for 
payment. In either event, the proceeds of the acceptance are 
created to the account of the Sao Paulo bank or are remitted 
to that bank by its New Orleans correspondent. 

To enable the Chicago bank to pay the acceptance on the 
due date, the CofFee Corporadon places the bank in funds a 
few days prior to the presentment of the acceptance. 

In this transacdon both buyer and seller have received the 
services and payments desired, the bank issuing the letter of 
credit has obtained a fee for the use of its credit in the transac- 
don, and the acceptance house has received a small return for 
the use of its funds. 

Identifkation—Vaidcalaily in the case of the traveler’s let- 
ter of credit, it is necessary that the holder of the letter be 
provided with idendficadon, aside from the letter of credit it- 
self, so that he may use it without delay and inconvenience 
and so that it may not be used by others. Consequendy, a 
letter of identification is issued, containing the signature of the 
holder of the letter. This signature is authendcRted by signa- 
tures ol officers of the issuing bank. 

Traveler's Checks— A. traveler’s check is really a variadon 
of the traveler’s letter of credit. Traveler’s checks, issued in 
standard denominadons of $20, $50, and so on, are orders by a 
bank for the payment of funds in convenient amounts. To 
provide idendficadon for the holder, his signature is written 
on each check at the time of issue, and he countersigns in the 
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presence of the person casting die checL In this way identi> 
ficadon is provided automadcally, by comparison of the second 
signature with the first. 

Traveler’s checks are widely used in both domestic and 
foreign travel, for they are of convenient size, are readily 
cashed, and yet are protected &om unauthorized use by the 
identification required. They are furnished at moderate cost 
to the user. In case the checks are lost, payment on them can 
be stopped by prompt notification to the issuing bank, or to 
the bank or company on which the checks arc drawn. 

OtAcr Foreign Department Items— K banker's bUl of ex- 
change, or banker's bill, is an order of one bank upon another. 
Such orders are used to anticipate future payments or cover 
foreign balances; they arc also used in transactions which take 
advantage of higher interest rates prevailing in other countries. 

Cable transfers are similar to dom^tic wire transfers, and 
the exchange rates are quoted in terms of cable transfer. As 
exchange rates fluctuate, cable transfers of funds are made 
from credit balances in countries where the balances arc in 
excess of the amount needed to countries where debit balances 
arc prevalent, and the net settlement is thus decreased. 

Exchange is also quoted in terms of demand and time rates 
(thirty, sixty, and ninety days). The facilities provided by 
these various demand and time quotations were referred to 
earlier in the chapter under the heading of Exchange Markets. 

Foreign Department Organization — ^Foreign departments 
arc under the direction of a vice president of the bank, or 
under the direction of a department manager in a moderate 
sized institution. The work of the department is divided into 
exchange transactions, collections (bo^ cash items and collec- 
tion items payable in other countries), credit arrangonents, 
and departmental accounting. 
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The income of the department results from exchange fees, 
charges for letters of credit, and commissions on the sale of 
travelers’ checks. 

The balances maintained by the department in banks in 
other countries are limit ed, ordinarily, to amoimts necessary 
for current use. The value of these balances in terms of dollars 
varies as exchange rates fluctuate, and in case of large balances 
which are maintained for a special reason, it is customary to 
protect die bank against the speculadve risk of exchange fluc- 
tuations by what is known as hedging. Regular brokerage 
houses make a specialty of buying and selling future contracts 
— selling against purchases and purchasing against sales kt rates 
which net them a profit. Hedging operations arc important 
activities, but they cannot be discussed in this course because 
of space limitations. 

The accounting procedure of foreign departments must 
take into consideration the changes in dollar value caused by 
exchange fluctuations. From the standpoint of bank account- 
ing, the foreign department’s balances in other countries must 
be carried in terms of dollars and so reflected in the daily 
statement of condition. This means that each foreign balance 
must be carried on the books of the department in terms of 
dollars and also in terms of the currencies of the countries in 
which the balances are located. Frequent adjustments are 
made, using the prevailing exchange rate to evaluate the for- 
eign balances in terms of dollars. 

Foreign Collections — One of the important services of 
banks is the handling of collections payable in other countries. 
Because of the fact that these transactions involve exchange 
and other problems of foreign banking, all collections payable 
in other countries are handled by the foreign department 
instead of by the collection department. The strictly collection 
procedure — ^that is, credit to the customer when the proceeds 
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are received— is similar to the domestic collection procedure. 

In many cases, however, the customer wishes to have the 
use of the funds before they are actually collected and so an 
advance is made by the bank. This is a loan secured by the 
collection and subject to the usual credit requirements. In a 
foreign department there are many such advances, and in 
times of extensive foreign trade the income from the interest 
on these advances represents a substantial part of the income 
of the department. 


Questions Based on Chapter X 

1. State the duties of the loan and discount department. 

2. What work is done by the discount teller? 

3. How is interest calculated? 

4. What are the necessary records of the department? 

5. What is meant by direct liability? by indirect liability? How arc 
these shown on the records of the department? 

6. What is meant by “maintaining the margin”? How is this done? 

7. What is a stock power? a bond power? a hypothecation power? 

8. What are the principal activities that give rise to foreign banking 
transactions? 

9. What is meant by the exchange rate? From the commercial banking 
standpoint, in what three groups may foreign exchange transactions 
be considered? 

10. How does accounting in the foreign department diiffer from ac- 
counting in other departments of the bank? 


Questions for Outside Investigation 

I, Does your bank have both a collateral department and a loan and 
discount department? or arc these activities comWned in one depart- 
ment? 
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2. Haw are loans classified cm the statement of condition of your bank? 

3. Does your bank have a small loan department? 

4* Does yotir bank have a foreign department? 

5. Does ycnir bank use multiple forms in the loan and discount depart- 
ment? Does it use looseleaf or bound registers and ledgers? 


Assignment 

Make up note, register, liability ledger, and maturity tickler forms 
similar to those illustrated. 

I 

Fill in the note form from the following information: 

The Rhoden Autcmiobile Company discounts a note for $5,000 due 
ninety days from date. The note is ^ted November 24, 1936 and is 
discounted by the AJ.B. Trust Company on November 25. The note is 
unsecured and is signed by the Rhcxlcn Automobile Company, by 
F. C. Rhoden, Treasurer, lliis is an authorized signature the com- 
pany for borrowing purposes. Both the company and the bank are 
located in Instituteville, New York. 

The loan is approved by G. R. Fordam, vice president; the interest 
rate is 4%; the loan number is 1887. 

n 

The authorized line of credit of the Rhoden Automobile Company 
is $10,000 direct and $5,000 indirect. On November 24, 1936 none of 
this line was in use. 

With this information and the foregoing, make the entries on the 
liability ledger, the discount register, and the maturity tickler forms. 

Ill 

On December 2, 1936 the Rhcxkn Automobile Company rediscounts 
a note erf the Alex-Tum Company for $500, dated November 27, 1936, 
due D^^ber 28, 1936, payable at the Third National Bank, Chicago^ 
Blinois. The rate erf interest on this note is 5%. 
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Make the proper entries for this transaction in the discount register 
and in the liability ledger. 

IV 

Both notes are paid on the due dates. Make the entries in the dis- 
count register and in the liability ledger. 



CHAPTER XI 


TRUST FUNCTIONS 
The Purposes of This Chapter: 

1. To explaia briefly the services rendered by trust organizations. 

2. To discuss some of the methods and systems used in trust organiza- 
tions. 

W HEN an agreement is made for one party to hold the 
property of another (or others) and to execute in- 
structions in connection with it, the arrangement is called a 
trust. The party selected to execute the terms of the agreement 
is called the trustee. The trust department of a commercial 
bank is organized and operated to serve as trustee for indi- 
viduals and corporations and to provide facilities for the execu- 
tion of a ynde range of agreements. 

“Trust business is the business of settling estates, adminis- 
tering trusts, administering guardianships, and performing 
agencies, in all appropriate cases, for individuals, business 
organizations, municipal and state units of government, and 
public, educational, social, recreational, and charitable foimda- 
tions and institutions.” ^ 

The increasing complexity of the financial problems of 
individuals and corporations in recent years has emphasized 
the advantages of trust facilities. For example, there are today 
income, gift, inheritance, and other taxes, both local and na- 
tional, that were not in existence a few years ago. To meet 
the problems arising in connection with these taxes requires a 
thorough knowledge of their effect on the individual trust 
and the methods by which the customer can be served best. 

^ Trust Business (Trusts I), p. 7; American Institute of Banking, New York, 
1934 
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The qualifications demanded of a trustee are numerous and 
exacting. The property entrusted to his care must be protected 
against loss by misappropriation or irdsuse of any kind, and 
the integrity of management must be beyond question. The 
trustee must adhere strictly to the terms of the trust and com- 
ply with a multitude of legal regulations. Specialized knowl- 
edge, experience, and ability are required in handling the 
problems that arise. The trustee cannot permit other work to 
interfere with the execution of the trust. Continuity of the 
services during the term of the agreement is especially impor- 
tant, for many trusts extend over a long period of years. Ac- 
cessibility of the trustee at all reasonable times and moderation 
in expenses incurred and fees charged are likewise important. 

Corporate trust organizations — ^trust companies or trust 
departments of commercial banks — ^have distinct advantages 
over individuals when selection is made upon the basis of these 
requirements. 

The safety of property entrusted and the integrity of trust 
management are assured in corporate trust organizations by 
many laws and by a well defined code of practice. Corporate 
organizations cannot exercise trust powers imtil they have 
complied with special legal requirements. A common require- 
ment is that a bank which exercises trust powers must have a 
larger capitalization than one which docs not. In California, 
for example, commercial banks must have a mi nim um capi- 
talization of from $50,000 to $300,000, depending upon the 
population of the city in which the bank is located. These 
same institutions, if they wish to qualify for trust powers, must 
have a minimum capitalization of from $150,000 to $500,000, 
depending upon their location. 

It is also common practice to require trust organizations 
to deposit securities with a designated state ofiEccr to insure the 
fulfilment of trust obligations. In Illinois, a trust organization, 
before accepting any trust business, must deposit with the 



nUST FUNCTK>I» 


436 

auditor of public aconints securities in the amount of |50/K)o; 
and if the trust organization is located in a city or town of 
more dian 100,000 population, $200,000 must be deposited. 

Additional safeguards are established by external control 
and by internal control and audit, as will be noted in the dis- 
cussion of operations later in this chapter. 

The corporate trustee is conveniendy located, accessible at 
all times during regular business hours, not subject to illness 
or death as is the individual trustee, equipped to devote the 
necessary time and attention to each trust without interference 
from other business, able to employ specialists in the various 
trust problems, free to use the experience and judgment of 
several individuals in decisions of importance, and subject to 
examinadon by supervising authorides. Because the corporate 
trustee possesses all these and other advantages, the business 
of trust companies and trust departments is increasing. 

Personal Trusts— From management and operating stand- 
points, the work of the trust department is divided into two 
main fields. The facilides applying pardcularly to the needs 
of individuals are ofiered by the personal trust division; those 
applying to corporadons are offered by the corporate trust 
division. 

The administradon of personal trusts by corporate trustees 
is extensive, and in moderate sized or smaller communities 
the need for personal trust facilides is so marked that the busi- 
ne» trust departments is predominantly personal trust 
business. Corporate trusts are limited principally to conamuni- 
des where there are large corporadons or business enterprises 
of considerable size. In this discussion of both personal and 
corporate trusts, the systems of the larger banks have been 
used as examples, chiefly because they cover a wide range of 
trust aedvides and must be equipped to handle a large volume 
of business. 
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The personal trust division is organized to act as: 

1. Executor or administrator of estates, conservator of in> 
onnpetents, and guardian of minors 

2. Trustee under wills and life insurance trusts and trustee 
in living and voluntary trusts 

3. Agent, holding real and personal property in escrow or 
under other agreed arrangements 

4. Custodian of securities left by individuals, firms, or cor- 
porations. 

When an individual designates the person (or persons) 
who is to carry out the provisions of his will, the one so 
appointed is called the executor. 

When an individual dies without leaving a will, his estate 
is distributed according to the laws of the state in whidi he 
Mras a resident at the time of his death. The person appointed 
by the court to make this distribution is cdled the admin- 
istrator. 

Estate matters are subject to close regulation by the courts; 
frequent reports must be made to them and actions of die 
trustee formally approved by them. Although an individual 
may serve as executor or administrator, the legal requirements 
are so exacting and detailed that a trust department is gener- 
ally better equipped to perform the dudes involved. 

Under the laws, certain individuals are classed as unable 
to handle their affairs, either because they have not reached 
legal age {minors) or because they have been adjudged men- 
tally incompetent. The court appoints an individual or a corpo- 
ration to act as guardian or conservator, as the case may be, 
and it is the duty of the appointee to hold the property and 
to administer die affairs of ^e minor or the inannpetent for 
his benefit. The court requires frequent and detailed account- 
ing and the presentation to it of important matters for ap- 
proval or disapproval. 

Many persons desire that upon their death a part or all of 
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the net estate be maintained intact for a period of time, that 
the income be paid to designated beneficiaries, and that the 
principal amount be distributed at later dates. Such purposes 
are accomplished by a testamentary trust, which is a trust 
created by a will. 

TTie lije insurance trust is a form of trust that is increasing 
in popularity. Under this arrangement the proceeds of insur- 
ance policies are used to create a trust similar to that estab- 
lished by will. 

When individuals make arrangements for a trust depart- 
ment to handle their property while they are still living, in 
order to relieve them of the expenditure of time and effort in 
this connection and thus leave them greater freedom for other 
business matters or for travel or similar activities, such ar- 
rangements are called voluntary, or living, trusts. 

Corporate Trusts— 'T\it corporate trust division is organ- 
ized to serve as: 

1. Trustee under mortgages, trust deeds, or other inden- 
tures 

2. Agent and depository for trustees in reorganizations, 
voting trusts, and similar arrangements 

3. Depository under common law trusts 

4. Transfer agent and registrar for securities of corpora- 
rions 

5. Fiscal agent in the payment of dividends and interest 

6. Trustee in receivership or bankruptcy. 

Bonds are issued subject to definite and detailed agreements 
between the borrower (or issuing corporation) and the owners 
of the bonds. These detailed agreements are called trust in- 
dentures; they designate the trustee, specify the kind and 
amount of bonds to be issued, the method of payment, the rate 
of interest, and the security to the bond issue (if any specific 
pledge is made), and set forth numerous other important 
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regulations. The trust department, as trustee, checks airefully 
to' verify that the arrangements are carried out. If the issuing 
corporation is found to be delinquent, the trust department 
notifies the bondholders of the delinquency in order that they 
may take steps to protect their interests. In addition to this 
service to individual bondholders, the trust department pro- 
vides the issuing corporation with facilities and equipment 
that insure accurate, elective, and economical execution of the 
numerous necessary details. National legislation reciting these 
duties of corporate trustees is now pending. 

If the bonds are simply the obligation of the issuing com- 
pany and are not secured by specific pledge of collateral, they 
are called debentures. 

If the bonds are secured by pledge of real property, they 
are called mortgage bonds. 

If the security is personal property, the bonds are called 
collateral trust bonds. 

Sinl^ing funds are funds provided by the issuing corpora- 
tion for the purpose of repayment of the bonds, either as cer- 
tain of them become due and payable or by payment of a 
portion in advance of their maturity. The amount of the sink- 
ing fund and provisions for its use are included in the terms 
of the indenture. 

Bonds to be retired may be drawn by lot and the num- 
bered bonds thus selected called for payment. In other cases, 
the trustee receives offers for the sale of bonds by bondholders 
at specified prices and selects for payment those offered at the 
lowest prices. In still other cases, the trustee is authorized to 
purchase the bonds in the open market for the purpose <£ 
retirement. 

Registrar and Transfer Agent Activities— It is essential that 
no excess amount of stocks or bonds be issued under any 
authorization and that all matters pertaining to the issuance 
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or exchange of such securities conform to all requirements, 
legal or otherwise. 

As registrar, it is the duty of die department to see that 
stock certificates or bonds are actually a part of the authorized 
and outstanding issue, to keep an accurate record of the out- 
standing securities at all times, to cancel those forwarded for 
exchange, and to issue and authenticate each certificate or 
bond. 

As transfer agent, the trust department must be certain that 
all requirements have been met in the issuance or transfer of 
the securities. 

Whether the trust department acts as registrar or as trans- 
fer agent, verification of the duties performed is evidenced 
by a statement upon each security, signed by an officer of the 
trust department. 

The principal stock exchanges commonly require that the 
duties of transfer agent and of registrar be performed by 
corporate trust organizations. The New York Stock Exchange, 
for example, requires that all securities listed on the exchange 
have as registrar or as transfer agents banks or trust companies 
located either in New York City or in Chicago. 

Receivership, Bankruptcy, ttnd Reorganizatioft—^^^tsx a 
corporation or an individual is umffile to meet his financial 
obligations, it often becomes necessary for the creditors to 
petition the court to take charge of the afiairs of the debtor. 
Hie court then appoints an individual or a corporation as 
receiver or trustee in bankruptcy, with the duties of conserving 
the assets, collecting funds due, paying necessary expenses, 
investigating and approving creditors’ claims, and in some 
cases distributing the assets in proportion to the claims al- 
lowed. As representatives of the court, receivers and trtistees 
in bankruptcy must submit frequent reports and obtain ap- 
proval of actions to be taken. Hie spe^ bws, b(^ state 
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and national, applying to receivership or bankruptcy and the 
problems pres^ted require special training and facilities. Trust 
organizations mret these requirements and therefore are fre- 
quendy appointed. 

Sometimes corporations find it necessary or advisable to 
reorganize their financial structures. This involves readjust- 
ment of the stock and bond issues of the corporation and sub- 
stitution of new securities for old. A common procedure is for 
a group called a protective, or reorganization, committee to 
act on behalf of the stockholders and bondholders. Uniform 
agreements are dratvn up, and the committee obtains its au- 
thority by means of written consents supplied by the individual 
stockholders and bondholders. The securities are then depos- 
ited with a trustee, in order that concerted action may be 
taken in accordance with the agreements. The trust depart- 
ment facilities for depositing securities, for transferring ovmer- 
ship, and for issuing new securities arc so effective that 
trust departments are often selected to perform these duties. 

Trust Department Characteristics — In the commercial de- 
partment, items and transactions are identified chiefly by 
amoimt. In the clearings department, this is the only identi- 
fication used other than the assembly of a group of all the 
checks drawn on another bank. In the transit department, 
brief descriptions in code form are added to the amounts. 
The transactions in these and most other commercial depart- 
ments can therefore be given a uniform treatment. 

In the trust department, in contrast, there arc both real 
and personal properties under control— properties of a variety 
of types, which cannot simply be treated as totals or subjected 
to a uniform procedure. 

In the commercial departments, the contracts between die 
customers and the bank are uniform; items of the sanK kind 
are handled subject to the same agreements and regulations 
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for all customers. In the trust department, individud contracts 
or arrangements exist between each customer and the depart^ 
ment, and the provisions of one trust are likely to be entirely 
difEerent from those of another in the same classification. 

From the accotmting standpoint, the c omme rcial depart- 
ment treats ail transactions in terms of amounts, departments 
balance on that basis, and every customer’s transaction is re- 
flected in terms of amoimt. He may deposit clearings checks 
or transit items, enter coupons for collection, or make a loan 
and have the proceeds credited; but all these activities will, 
without distinction, finally be reflected in terms of amounts. 

In the trust department each transaction is handled and 
accounted for according to type, description, and amount, and 
even cash balances in an individual trust must be divided into 
those belonging to the principal and those which are income. 

The property held by the trust department is not reflected 
in the statement of condition of the bank. This prevents the 
use of interdepartment balances and verification and so re- 
quires a system of accounting within the trust department that 
is complete and independent of other departments. 

In short, the trust department is operated almost as a sepa- 
rate institution. Apart from the operating differences that 
make it necessary to use special equipment, to maintain records 
quite different fi:om commercial department records, and to 
use a specially trained personnel, trust administration is so 
different that policies and controls unlike those in common use 
in commercial departments must be established. 

Major Operating Problems— Thtte are four major operat- 
ing features to trust department work: 

1. Departmental and individual trust accoimting 

2. Teller duties and cage service 

3. Security and document custody 

4. Verification and audit control. 
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Trust Department Records— Tht three main factors that 
determine the character and extent of trust department records 
are: 

1. The necessity for the maintenance of records for the de- 
partment as a whole, without reference to other bank account- 
ing 

2. The necessity for complete individual identification and 
accoimting by description and amount for the many properties 
held in trust 

3. The necessity for dividing the property in each indi- 
vidual trust into ihe principal amount (the amount of the 
trust itself) and the income (the earnings of the trust). 

The records of the trust department as a whole include 
(i) the journal, (2) the trust ledger, and (3) the inventory, 
or asset record. 

The trust journal is a record of all transactions, completely 
described and entered in the order of their appearance. This 
provides a daily record of activities and detailed information 
for posting to the other records. 

The ledger shows the department’s assets and liabilities, 
properly classified as to their nature and ownership. 

The inventory reflects all holdings of the department, 
divided into the different kinds of real property and personal 
property. For accounting purposes, each piece of property is 
given a value. This may be the par (face) value, the appraised 
value, or a nominal value. Bonds, for example, are frequendy 
carried at par value; real estate, at appraised value; and per- 
sonal property that is not readily appraised, at a nominal value 
(ordinarily one dollar). The purpose of assigning values to 
each piece of property is to facilitate accounting, for balances 
may be made by amounts as well as by verificatimi of the 
actual inventory. 

Individual Account Records— individual account must 
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contain detailed records of the assets held. The properties, in> 
eluding cash, must also be divided into principal amount and 
income. Therefore the individual trust records must include: 

1. A record of the principal amount, including an itemized 
list of the investments in both real property and personal prop- 
erty 

2. A record of cash income, disbursements, and balance. 

It is common practice to provide this information through 
the maintenance of records for showing: 

a. The amount of principal invested in real property and in 
personal property 

b. The principal cash receipts, disbursements, and balance 
on hand for investment 

c. The income accoimt, as noted in (2) 

d. An itemized list of the investments of the trust. 

At regular intervals — ^annually, semiannually, quarterly, or 
even monthly— statements are rendered to those interested in 
the trust. A duplicate of the ledger record of the account is 
used for this piurpose, and many trust organizations use photo- 
graphic copies as statements. 

Supplementary Records— ’Th.tie are so many kinds of sup- 
plementary records that they may be regarded as auxiliary 
systems of accounting in themselves. In the work of registrar 
and transfer agent, a detailed account of securities outstanding 
and transfers made must be maintained. In safekeeping activi- 
ties, records of securities received, delivered, and still in cus- 
tody must be maintained. Each trust account has its own docu- 
ments, receipts, memoranda, correspondence, and other rec- 
ords, all essential and important, llie handling of securities, 
the l^[al action^ and the agreements made also result in 
numerous records. While these records will be described in 
connection with the activities to which they are related, one 
record deserves special mention at this point, bodi because of 
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its general importance and because of its widespread appli- 
cation. 

The ticl^er records, which arc reminders of actions to be 
taken, arc a vital part of trust operations. In the collection 
department and in the loan and discount department, ticklers 
are simply reminders of amoimts due. In trust work, however, 
they are reminders of notes due, coupons to be collected, bonds 
to be presented for pa3nnent, mortgage payments to be col- 
lected, rents to be collected, taxes to be paid, tax reports to be 
prepared, court appearances to be made, investments to be 
considered, income to be disbursed, principal to be paid, state- 
ments to be rendered, and other important matters that must 
receive prompt consideration and action. 

It is customary to have separate tickler cards prepared for 
each type of activity. Often the tickler files arc maintained by 
the division in which the records of the securities or tax ac- 
coimts or other receipts and payments arc kept. Thus, an 
extensive file of the maturity dates of all bonds and coupons 
is kept in the security vaults, and several days in advance of 
the time for action the tickler is referred to the oflBccr in 
charge of the account or to the division whose duty it is to 
collect the funds. 

These ticklers not only serve as reminders to the individual 
trust officer; but they also serve to insure the fact that if he is 
absent because of illness or for any other reason, some one else 
will know about pending or future necessary actions and see 
that they arc prompdy and properly carried out. 

'Teller Duties and Cage Service— la. the trust department, 
all tellers have occasion to handle securities for a variety of 
purposes. In transfer or registrar work, securities are left vidth 
the bank to be exchanged for securities issued in the names of 
other parties. In safekeeping, securities arc left in custody. In 
other trust teller cages they are deposited according to rcor- 
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ganizadon agreements or submitted for payment. In every 
instance there are important matters to be checked; therefore 
die trust teller must be selected not only for his integrity and 
general responsibility but also for his knowledge of the re- 
quirements in each case and his reliability in observing that 
these requirements are fulfilled. 

Except in the case of the payment of coupons or bonds, 
every security received must be accompanied by instructions. 
Every security must also be properly indorsed (as in the 
case of stock certificates) or be in good delivery form (as in 
the case of bonds). In transfer work, the instructions must 
designate the name of the party to whom a new certificate 
is to be issued, the number of shares represented by the cer- 
tificate, and to whom delivery of the new certificate must be 
made. Each certificate must be indorsed, and the indorsement 
must agree exactly with the name on the face of the certificate. 
In order to be certain that the indorsement is bona fide, it is 
common practice to require a guaranty of that fact by a bank. 
This guaranty is in the form of a statement stamped upon the 
back of the certificate, signed by an ofiEcer of the guaranteeing 
bank. A detailed receipt is issued by the trust teller for each 
security left. 

DeUvery of securities is made upon receipt by the party 
to whom they are delivered, and identification of that party 
as the proper one must be absolute. 

When coupons or bonds are to be paid, they must be 
examined carefully to be certain that they are correct in every 
respect before payment is made. 

When deposits of securities are made under reorganization 
or other arrangement they must be accompanied by a deposit 
form, properly executed. 

The problem of teller duties and cage service iuvolves the 
locatitm of cage facilities, careful selection of personnel, ar- 
rangements £(x safe and prompt conveyance of securities to 
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and from the vaults, and the issuance of suitable receipt 
forms. 

Security and Document Custody— In view of the amount 
of securities that the trust department has in its possession, 
physical protection against theft (protection by vaults, guards 
and alarm systems) is a most important problem. Protection 
against carelessness or misappropriation must also be assured 
by protective systems for handling and by frequent audits. 

Trust securities are generally placed in vaults used only for 
the storage of those securities. All the securities belonging to a 
trust are filed together. Control, both in acceptance of securi- 
ties in the vault and in delivery from the vault, should be 
imder a dud arrangement; that is, at least two persons must 
verify and approve the receipt or release of securities. Often a 
member of the trust department and a representative of the 
bank’s auditing department are designated for the dual control. 

No securities are delivered, even temporarily, except on 
proper receipt of the owner or on written authorization, signed 
and often countersigned by officers or other authorized mem- 
bers of the trust department. 

In trust department work there are many original docu- 
ments that cannot be replaced if lost or destroyed; there arc 
also receipts and other valuable papers that require special 
protection. All documents, receipts, instructions, and other in- 
formation relating to a trust accotmt are filed together in the 
trust folder for the particular account. These trust folders are 
kept in record vaults and arc not released even for temporary 
use except on written requisition signed by an officer or other 
authorized member of the department. In order to minimize 
the possibility of loss of original documents, photostat copies of 
them are often made and used, the originals being left in the 
vaults. 

The file division must maintain the trust folders in neat 
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and cranplete form; it must release none except on authoriza- 
tion; and it must keep a careful record at all times of the 
location of each file. 

Verification and Audit Control— 'Dot problem of verifica- 
tion and audit control in trust department activities is a major 
one. The transactions arc subject to varying instructions; a 
large number of securities arc handled by the department; and 
every effort is made to insure frequent verification of the trans- 
actions performed as well as frequent audit of the securities 
and other assets. 

Without an enumeration in detail of the many devices 
and methods by which verification and audit control arc as- 
sured, the following examples will serve to show the general 
nature of these protections. 

As previously explained, an officer of the trust department 
signs a statement on each certificate that the transfer has been 
properly made. Before a new certificate is issued, the entire 
transaction is checked by each department and is initialed by 
that department; and when the new certificate is presented to 
the officer for his signature, the old and canceled one is at- 
tached. Before signing the new certificate, the officer notes that 
the amount is correct and checks over both new and old cer- 
tificates to be certain that they are in order. This verification, 
which has been preceded by other verifications in the transfer 
cage and in the transfer records, is the final one. 

Extensive verification and audit control should be used in 
connection with the security vaults. First of all, the trust teller 
verifies each security and issues a receipt, sending a duplicate 
receipt to the auditing division. Another copy, initialed by the 
trust teller, accompanies the security to the vault. There the 
transaction is verified by dual control, and verification is indi- 
cated by die initials of both custodians. In the meanwhile, the 
audit copy forms a continuous audit record. In addition, at fre- 
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quent intervals the auditing division makes a spot audit of the 
securities. 

Safekeeping— One facility of the trust department that 
merits special mention is that of safekeeping — that is, the cus> 
tody of securities for customers — ^and the service rendered in 
this connection in collecting coupons, bonds, and other securi- 
ties when due. When such funds arc collected, they arc cither 
credited to the customer’s account in the commercial depart- 
ment or remitted by cashier’s check or bank draft, depending 
on which method is requested. A record of payments received 
is also forwarded to the customer for his information. The 
convenience of this service is so marked and the fees charged 
are so moderate that individuals, corporations, and other banks 
make extensive use of the safekeeping feature of trust depart- 
ment work. 

One of the services offered by Federal Reserve banks •with- 
out charge is the safekeeping of securities for member banks. 
How extensively this is used may be seen by the report of the 
Federal Reserve Bank of Chicago for the year ended December 
31, 1935. On that date, inclusive of a limited activity of the 
investment department of the Federal Reserve Bank, the total 
of securities held in safekeeping was $1,149,559,215. 

The method of operation of the safekeeping division in 
common use is illustrated by the procedure followed by a 
middle western bank. In this bank the multiple copy record 
is used in quadruplicate. 

The first of the forms is the receipt to the customer for 
securities left in safekeeping. It is a numbered form, containing 
a complete description of the securities, the due dates for in- 
terest, the full name and address of the customer, instructions 
for credit or remittance of funds collected, and an agreement 
to abide by the rules of safekeeping, which are printed on the 
reverse side of the receipt. When securities are withdrawn, die 
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customer signs and returns this form as a receipt to the ban\ 
for the securities returned. 

The second form is sent to the bookkeeping division for 
posting to the records. 

Ihe diird form is the auditor's copy, which is kept in that 
division as a continuing verification of the activities of the safe- 
keeping division. 

The fourth copy is used both as a vault record of securities 
received and delivered and as a maturity tickler. 

All securities are filed in a separate vault, subject to dual 
control by a member of the safekeeping division and a repre- 
sentative of the auditing division. All securities received in the 
vault are checked in by both custodians. No securities are de- 
livered until the customer’s receipt for them is presented. 

As a further verification, all receipts issued by the safe- 
keeping division are signed by a trust officer. 

Trust Investments and the Investment Division — ^The prob- 
lem of investing the funds held by the trust department in the 
various accounts is an extensive one. Some trusts provide that 
the funds shall be invested in securities established as suitable 
by law. All securities purchased for such accounts must be 
checked to be certain that they conform to legal requirements. 
Other trusts do not limit investments to those legal for trust 
funds; hence selection is not confined to that list. Nevertheless, 
conservative policies must be established and stricdy followed. 

In a commercial bank that maintains a trust department, a 
committee of the board of directors is often appointed to pass 
on all trust investments (see Figure 4, Chapter II, internal 
control chart). Such a committee works closely with the trust 
officers and with the trust investment division. The trust in- 
vestment division is charged vrith the responsibility of assem- 
bling and analyzing complete and current information <m in- 
vestments already in the trusts and on proposed new invest- 
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This group prepares 
all information on 
new investments to 
considered by the di- 
rectors committee. 


This group con- 
ducts regular and 
constant review of ^ 
investments already 
I the accounts^ 

]/ 

Financial Library 


^This group main- 
tains full records of all 
actions submitted 
and taken on all 
accounts. 


The library maintains full 
information sources on in- 
vestments: financial files, 
references, papers, publi- 
cations, etc. 

PlOOTE 37. iNVESTfcSENT DlVlMON ORGANIZATION OF THE ’HtOST DEFAR'niBNT 
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ments. A record of all investments is also maintained by this 
division. This is a complete and detailed record of the various 
considerations given to investments in individual trusts by the 
several committees of the trust department. If the question 
of “due diligence” is ever raised, these records will be useful 
in proving that the trust department has fully performed its 
duties in diis respect 

Figure 37 illustrates die investment division organization 
of the trust department of a large bank. The work of the divi- 
sion is divided into four parts. The financial library maintains 
full information on investments, subscribes to security infor- 
mation services, and has files on all major issues. One group 
in the investment division maintains die records of invest- 
ments, another analyzes prospective investments, and die 
fourth group regularly reviews investments already in the 
accounts. 

All these acdvides are under the direction of the trust of- 
ficer in charge, who in turn submits recommendations to the 
trust investment committee of the board of directors. 

In moderate sized trust departments, one or two members 
are able to handle this work; diey assemble and analyze infor- 
mation on proposed investments and review trust holdings. 

In still smaller departments, the responsibility for invest- 
ment analysis falls upon the trust officer done, and he prepares 
the information for the board of directors. 

Administration and Operation of the Trust Department — 
The major policies of the trust department are determined 
by the board of directors. The investment of trust funds is 
determined by a committee of the board established for that 
specific purpose. Decisions regarding major policies may be 
referred to die executive committee dt the board of directors, 
or in the case of a large trust department to a separate trust 
executive committee. 
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The chart reproduced in Figure 38 shows a typical trust 
department organization. Under the direction of the vke 
president in charge there are diree main divisions. The per- 
sonal division, under the direction of the personal trust of- 
ficer, acts as trustee of living trusts, as trustee of life insurance 
trusts, as custodian of securities of individuals, as escrow agen^ 
and as executor and administrator. The corporate division, 
vmder the direction of the corporate trust officer, serves as 
transfer agent, as registrar, as paying agent, as depository, and 
as trustee in bankruptcy or receivership. The operations divi- 
sion, trader the direction of the operations officer, performs the 
duties pertaining to personnel, vault protection, depart- 
mental accounting and auditing, filing, cage and other service, 
and the general supervision of the mechanics of the depart- 
ment. 

Organization and Operation of a Moderate Sized Depart- 
ment— The department in question is divided into corporate 
and personal divisions and has a total of 8x6 trust accoirats. 
A vice president is in charge of policies and general adminis- 
tration. An assistant vice president has direct charge of activi- 
ties, including operations. A trust ofBcer is in charge of the 
corporate division, and another trust ofBcer is in charge of the 
personal division. The department has a force of nine clerks. 

All investment matters are first reviewed by the two trust 
officers and are then submitted to the trust investment com- 
mittee, which consists of the vice president of the department 
and four directors. 

All securities are filed in the trust vault under each trust. 
Securities received by the vault or delivered from tfie vault 
must be accepted by joint custodians— a member of the trust 
department and the auditor of the bank. 

Extensive use is made of multiple forms, each set including 
a form for the auditor and the necessary ticklers. The trust 
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teller has charge of the tickler file and refers matters to the 
trust ofEcers ten days in advance of the dates for action. 

The general records of this trust department consist of the 
journal, the ledger, and the asset record. The records kept for 
each account include the following details: the amount of 
principal invested, an itemized list of investments, the cadb 
receipts, disbursements, and balance for each investment, the 
cash income, disbursements, and income remaining. 

Organization and Operation of a Large Trust Department 
— ^The general plan of organization of a certain large trust 
department is similar to that shown in Figure 38, although 
subdivisions are made within the corporate and personal divi- 
sions. The official stafi of the department totals 19 and the 
employees, 425. The total number of active accounts is 5,397. 
The volume of work in this department is so extensive that 
division of duties can be made effectively. For example, in the 
corporate trust division the trusts are divided into sections, 
each imder the direction of an assistant trust officer, and the 
entire division is under the direction of the corporate trust 
officer. The same method is followed in the personal division. 
The work of the investment division is so extensive that indi- 
viduals specialize, one analyzing industrial issues, another 
railroad issues, and so on. 

The operations division has charge of the vaults, filing, 
departmental accounting, persoimel, and other operations. 

The equipment used in connection with die operations is 
quite different from that used in commercial departments. 
The trust records require both typewritten description and 
adding machine facilities for listing and totaling amounts. 
Therefore, while the ordinary bookkeeping machines may be 
used in commercial departments, the bookkeeping machines 
used by the trust department are combination typewriter-add- 
ing machines esped^y devised for trust work. 
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The prd>lcm of the classification of various types of assets 
is great because of the volume of accounts handed by this 
department; therefore special record forms are required. These 
are cards which arc perforated in such a way that they can 
be sorted mechanically by setting the controls on the machine. 
By mechanical typewriter devices, the machine can be used 
to reproduce the information on the cards so selected. This 
device is especially valuable when lists of certain assets are 
necessary, and it makes possible the accurate, prompt, and 
complete assembly of information that would otherwise re- 
quire the attention of a large number of clerks. 

Some idea of the scope of activities of this department may 
be obtained by noting the number of clerks assigned to die 
various duties. The stock transfer cage has a personnel of 50; 
the statistical and analysis division has 39; trust bookkeeping, 
20; security receiving cage, 7; security delivery cage, 10; and 
security records, ii. A separate auditing force is maintained 
by the department. Such matters as the calculation and re- 
cording of fees, which in smaller departments are attended to 
by the persoimel assigned to other regular duties, are handled 
by a special force of 7. 


Questions Based on Chapter XI 

I. Sute the advantages ot a corporate trustee. 

а. What are the principal services provided by the corporate trust 
division? 

3. DifiEerentiate debentureSi mortgage bonds^ and collateral trust bonds. 

4. What is the duty of the department as registrar? as transfer agent? 

5. In what major capacities does the department act in the personal 
trust division? 

б. What records pertaining to the trust department as a whole are 
commonly maintained? 
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7. What records arc generally used for the individual account? 

8. What facilities arc provided by the safekeeping section? 

9. What arc the duties of the trust investment division? 

10, What arc the chief operating problems? 


Questions for Outside Investigation 

1. Does your bank have a trust department? 

2. Is the work of the department such as to require both a corporate 
division and a personal division? 

3. Who is in charge of operations for the department? 

4. How docs it compare in size — that is, ofi6cers and employees — ^with 
the commercial department? 

5. Arc multiple records extensively used in your trust department? 


Assignment 

Explain briefly (in 200 words or less) why you would select the trust 
department of a commercial bank in preference to an individual trustee 
to handle your property, emphasizing the main features desired when 
property is placed in the hands of another for care and execution of 
agreements made. 



CHAPTER XII 


BANK EXAMINATION. THE STATEMENT OF CONDITION 
The Purposes of This Chapter: 

1. To explain the purposes of bank examination and to oudine the 
methods used. 

2. To outline the uses of the statement of condition and to explain 
the items usually appearing in it. 

I N the discussion of external control in Chapter II, the pur- 
poses of bank examination were oudined as (i) to verify 
the solvency of the bank, (2) to ascertain whether any banking 
laws are being violated, and (3) to discover and correct errors 
in management or operations which left unchecked might lead 
to disastrous results. 

The examination of banks is provided for by law. State 
authorities, the Comptroller of the Currency, the Board of 
Governors of the Federal Reserve System, and the governing 
body of the Federal Deposit Insurance Corporation all have 
extensive examining powers and duties. Thus a state member 
bank is subject to examination by both state and Federal Re- 
serve examiner^ but it is subject to examination by Federal 
Deposit Insurance Corporation authorities only upon written 
omscnt of the Board of Governors of the Federal Reserve 
System. In order to prevent uimecessary duplication of effort, 
these authorities cooperate in the examination of banks which 
are subject to more than one authority. In such cases examina- 
tions are made joindy or else the examinadon reports of one 
authority are forwarded to the others interested, for appraisal 
and action. 

When corrective measures are needed, the suggestion of the 
supervising audbority is generally sufficient to bring imme diate 
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results. If not, die specific powers of the examining authority 
can be used to enforce compliance. 

In addition to the examinations provided by law, many 
clearing house associations are given ^e right of examination 
by volvmtary agreement of the members. These clearing house 
examinations are highly regarded because of the fact that they 
reflect the knowledge of examiners who are in close touc^ 
with local conditions. When an examination reveals unsatis- 
factory conditions in a member bank, other members of the 
association can cooperate to remedy the situation. In recent 
years the reports of clearing house examiners have been ex- 
tremely valuable in appraising the situations and suggesting 
the remedies necessary in instances in which weaker clearing 
members have been consolidated with stronger members. 

Within each bank, as we have seen, there is a constant 
process of examination through auditing procedure. The board 
of directors is required to make regular examinations and in 
fulfilling that requirement often employs a firm of certified 
public accountants to examine the bank and report directly to 
the board. The outside audit is particularly desirable in the 
case of smaller banks where the size does not permit extensive 
auditing features. 

In addition to the examinations made for the foregoing 
purposes, examinations are also required as a basis of admis- 
sion to membership in the Federal Reserve System and in the 
Federal Deposit Insurance Corporation. When a bank changes 
its status from a state to a national institution, or the revere 
by chang in g its charter, an examination is made to ascertain 
whether the applying bank is acceptable to the new authority. 

The Board of Governors of the Federal Reserve System, in 
acting upon an application of a state bank for member^p 
in the system, gives special consideration to: 

I. Tlie financial history and condition of the applying bank 
and the general character of its management 
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2. The adequacy of its capital structure aud its future eam> 
ing prospects 

3. The convenience and needs of the community to be 
served by the bank 

4. Whether its corporate powers are consistent with the 
purposes of the Federal Reserve Act. 

Similarly, either state or national authorities examine banks 
applying for change of charter, to ascertain their conformance 
to established standards. 

Examining Methods— Mxuh. the same procedure of exam- 
ination is used by all supervising authorities. The examiner 
appears at the bank either just prior to opening time or at the 
close of the daily banking hours; he takes charge of all record* 
and assumes control of all property for the purpose of exam- 
ination. He places a seal upon die cash vaults until he has had 
an opportunity to verify their contents. During the examina- 
tion, notes and collateral are under his control, and every 
operation must first be approved by him (in order to keep 
the examination records complete) before the transaction is 
finished 

Detailed forms are provided for examination purposes. 
Specific questions must be answered by the ofiBcers and other 
members of the bank staff. Loans and discounts are reviewed, 
investments are verified and classified, the minutes of the 
board of directors arc checked to see that the board is passing 
upon matters that are part of its duties, cash on hand is 
counted, balances with other banks are verified, demand and 
time deposits are balanced— in short, a complete and careful 
verification is made of all the assets and liabilities. 

Upon completion of die examination, the examiner for- 
wards his report to the proper authority. There it is analyzed 
and a cqiy is sent to the bank’s board of directors, together 
with such cranments or suggestions as may seem desirable. 
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Hie board must indicate its knowledge of this examination 
report by a resolution passed at a meeting of the board and 
recorded in the minutes. Some states (Pennsylvania, for ex- 
ample), and also Federal Reserve bank examiners, require that 
the response made to the banking department report be signed 
by all the directors. 

The Statement of Condition — ^The statement of condition 
is the report of the assets and liabilities of the bank. It is a 
part of bank control, for both state and national laws require 
submission of statements of condition to supervising authori- 
ties for their information. The requests (known as calls) are 
for statements as of a date just prior to ^e calls. The Comp- 
troller of the Currency is required by law to issue at least 
three calls each year for national banks. State laws and regula- 
tions vary, some stipulating the number of calls, others leaving 
that decision to the state authority. Calls are made without 
previous notice and at varying intervals, in order that no 
changes may be made by a bank in contemplation of the call. 
Each bank, upon receiving the call, must submit the statement 
to the proper authority within a short time, generally not 
exceeding ten days. The statement must be in the form pre- 
scribed and must be sworn to as correct by ofBcers and direc- 
tors of the bank, and so attested by a notary public. 

In addition to submitting the report, the bank usually must 
publish the report in a paper of general circulation in the 
vicinity in which the bank is located, for the purpose of in- 
forming the public. A copy of this official publication is sent 
to the supervising authority as proof of compliance with the 
regulation. 

While the statement of condition was initially used for the 
purpose of informing the supervising authorities and the pub- 
lic, banks have made increasing and beneficial u% of it fm: 
other purposes. It is common practice to use the statement for 
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advertising purposes, not only by publication in tbe newspapers 
but also by dissemination in folder form among customers and 
prospective customers. These folders may be placed on the 
counters in the bank, readily accessible to customers; they may 
be included with the statements mailed or delivered from the 
bookkeeping department; or they may be mailed out by 
officers to their customers and friends. 

To emi^iasize the caliber of the men responsible for the 
bank’s management, there is included in this folder a list of 
the directors and their business connections. The officers are 
listed, often by departments, in order that customers and 
others may know whom to consult regarding their banking 
problems. The facilities of the bank— savings, commercial, and 
trust departments — ^are included with a brief statement of the 
services rendered by each. 

Still another use made of the statement of condition is in 
connection vtdth the daily work of the bank, for the informa> 
don omtained in it can be applied by executive and loaning 
officers in their daily decisions. Often the statement is read at 
daily officers’ meetings, or copies are made and distributed to 
die senior officers. Used in conjimcdon with the other reports 
to officer— the new and closed accounts, loans made and paid, 
and the like— it completes the daily picture of the bank. 

Preparing the Statement— Thu daily statement is prepared 
ftom ffie general books. The final figures of the departments 
and acdvities are consolidated into the general classifications 
diat appear in the statement. As the figures reflecting the activ- 
ities of the variinis defxutments are reported to general books, 
they are fir^ entered in the journal and then posted to the 
ledger, under the piopa classifications. From the ledger diey 
are further consolidated and set up on the statement of am- 
dition form. To illustrate diis operation, let us consider the 
statement item <£. Cadi and Due ftom Banks. 
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First of all, the head paying teller’s balance, is repented as 
"vault cash” and “working funds,” as noted in the discussiem 
in Chapter IV. These two designations appear on the general 
books. On the general books also appears the total of transit 
items in the process of collection— the float. A list of the banks 
in which balances are kept and the amount of each balance 
are carried on the general books; or if a “due from banks” 
ledger is used, the totals are sent to general books. In a sepa* 
rate item are noted the balances at the Federal Reserve ba^ 
These are carried in two divisions, reserve accoimt and de- 
ferred (or collection) accoimt. The total of checks in the clear- 
ings department for exchange the following day is reported by 
the clearing house department. Foreign balances are reported 
by the foreign department. Yet in the statement of condition 
all these general book accounts may be totaled, with the single 
item Cash and Due from Banks representing them. 

Similarly, the demand deposits reported by bookkeeping 
sections to general books are consolidated into a single tot^. 

The Assets, or Resources, of the Ban\— The assets, or re- 
sources, of the bank consist of the cash, securities, and other 
property owned and the balances or promises due the bank. 
Cash and Due from Banks is usually the first item appearing 
on the asset side of the statement. It may be a single item, as 
already noted, or it may be divided into three or more items — 
for example. Cash on Hand, Due from Banks and Bankers, 
and Due from Federal Reserve Bank. When so divided. Cash 
on Hand represents the vault cash and working funds. Due 
from Banks and Bankers represents the balances maintained 
with other banks for transit, collection, and other purposes; 
it also includes transit items in the process of collection and 
clearings items on hand for exchange the next buaness day. 

Legal reserves, the amount that must be carried by memb^ 
banks in the form of collected balances with the Federal Re- 
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serve banks of their respective districts, are now subject to vari- 
ation. The fixed reserves in effect prior to the Banking Act of 
1935 may be dianged, within limits, by the Board of Gover- 
nors of the Federal Reserve System at any time they believe 
such a change is necessary to prevent “injurious credit expan- 
sion or contraction.” The minimum reserves must not be less 
than the basic rate, the maximum not more than twice the 
basic rate.^ 

The basic rate for time deposits is 3%, and so the maxi- 
mum is 6%'. The basic rate for demand deposits for banks lo- 
cated in central reserve cities is 13%, the maximum 26%; for 
banks located in reserve cities the basic rate is 10%, the maxi- 
mum 20% ; and for banks located outside central reserve and 
reserve cities the basic rate is 7%, the maximum 14%. 

Investments— VoYiavniig the items of Cash on Hand, Due 
from Banks and Bankers, and Due from Federal Reserve Bank 
are the totals of investments. These investments consist of gov- 
ernment, municipal, and other bonds. Some investments are 
long term; that is, the principal amount is not due and payable 
for several years. Other investments are short term — ^that is, 
due widiin five years or less. The point of determination be- 
tween so-called short term and long term investments varies, 
some banks dividing at three years. In preparing the state- 
ment, some banks divide the total of bonds into those due 
in five years or more and those due in less than five years. 

In accordance with provisions of the Banking Act of 1935, 
regulaticHis have been made regarding the investments of 
member banks. The initial regulation, effective February 15, 
1936, provided that all securities purchased for any member 
bank’s account after that date must conform to regulations 
established, principally with regard to the standing of the 
bonds and their marketiibility. 


^Sce n, Appeodix. 
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It is common practice in the statement of condition to carry 
United States Government obligations as a separate total. This 
includes government bonds, treasury certificates, and any other 
bonds guaranteed as to principal and interest by the United 
States Government, such as the Home Owners’ Loan Corpo- 
ration issues. 

While banks invest in government bonds for the purpose 
of obtaining the highest grade investment, and one readily 
marketable at all times, government bonds may also be used 
as security for loans at the Federal Reserve banks, since notes 
so secured are classed as eligible paper. 

A separate classification of investments is often made for 
municipal bonds, which are the bonds and warrants of states, 
cities, sanitary districts, school districts, and other govern- 
mental subdivisions. The leading municipal issues are highly 
regarded, and substantial amounts are owned by banks. Munic- 
ipal bonds are not listed on the stock exchanges but are so 
widely traded on an over-the-counter basis that market quo- 
tations for substantial amounts can always be obtained for the 
leading issues. 

The bonds of railroads, public utilities, and industrial con- 
cerns are generally carried in one total, called Other Bonds. 

The book, (ot asset) value of a security is usually the 
amount paid for that security and is the value used in pre- 
paring the statement of condition. When a bond is purchased 
at a premium (that is, above its par value), the premium must 
be charged o£E if it exceeds the call price of die security or 
amortized at regular periods if it does not. If die cost of 
securides is more than the market value, banks frequendy es- 
tablish reserves to reduce the book value to, or below, the 
market value and in the published statements show this net 
book value (after deducting reserves) as below actual market 
value. This is done in order that the actual omdition of the 
bank may be properly shown. 
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Becaiise of die fact diat there are laws requiring additional 
protection to deposits of governmental bodies by the pledge 
of securities, it is customary to show the amount of deposits 
which are secured by assets, and in some cases the record of 
assets pledged. When the latter procedure is followed, the 
bonds so pledged are listed as “pledged to secure public funds,” 
and the bonds that are then remaining are listed as “un- 
pledged.” 

Loans and Discounts— The loans and discounts item is one 
of the largest assets in the commercial bank. Rarely is it ex- 
ceeded by any other type of asset, except possibly on occasion 
by investments. It is also one of the largest earning assets. In 
the statement, the total may be shown in a single item. Loans 
and Discounts, or division may be made into the various kinds 
of loans. Loans and discounts include not only the advances 
made to bank customers but also commercial paper purchased 
or call loans made, as explained in Chapters IX and X. A sepa- 
rate classification of call loans is seldom made, although if 
these loans constitute a substantial proportion of the total loans 
and discoimts, they may be segregated in the statement. Com- 
mercial paper may be classified as a separate item if its pro- 
portiem to die total is large. 

In discotmt department figures, loans and discounts are 
classified in variotis ways, as we have seen in the discxission of 
that department. Member banks find it advisable to maintain 
a separate control for eligible paper. Separate classifications of 
diis sort are of primary importance to the management in esti- 
mating its requirement for secondary reserves. This feature, 
however, is a subject of study in the Institute course Bank 
Administration, Banking IIL 

The common dassifications are: Time Loam^ Secured; 
Time Loans, Unsecured; Demand Loans, Secured; and De- 
mand Loans, Unsecured. 
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Federcd Reserve Ban\ StocJf^As noted in the discussion of 
Federal Reserve banks, Chapter U, all member banks must 
own stock in the Federal Reserve bank of their district Hiis 
stock may be carried as a separate item in the statement imder 
a designation similar to the heading of this paragraph, or it 
may be included in some other total. 

Overdrafts— li there are any overdrafts on the statement 
date, diey must be noted in a separate item in the statement. 
The amount of overdrafts in a well regulated bank is very 
small, and frequently there are no overdrafts on the statement 
date. 

Mortgage Loans— hcsam secured by mortgages on real 
property are made in limited volume by commercial banks. 
Bo^ state and national laws limit the total amount of mort- 
gage loans that may be made by the banks imder their juris- 
dictions. For example, the Banking Act of 1935 provides that 
for national banks the total amount of mortgage loans must 
not exceed the paid-in capital stock plus the amount of unim- 
paired surplus fund of the bank, or must not be in excess of 
60% the amount of the bank’s time and savings deposits, 
whichever is greater. 

Limitations iu’e placed on the individual loans as well as 
on the total amount. In the Banking Act of 1935, the maxi- 
mum amount of each loan is limited to 50%' of the appraised 
value of the property. Where no reduction is to be made dur- 
ing the life of the loan, the time is limited to five years. If 
the loan provides for instalment payments that will reduce the 
principal amount 40% within ten years, the loan can be made 
for that period and to the extent of 60% of the appraised 
value of die property. 

Exceptions are made for loans already owned and f<xr in- 
sured loans provided for under the socalled “housing act.” 
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Banking Hottse—Mosl banks own the building used for 
banking purposes and carry it at a conservative valuation on 
the statement of condition. While adequate premises are es- 
sential to the conduct of the bank’s business, the amount in- 
vested in the building should be moderate in proportion to 
the capital and surplus. As a matter of policy, banks reduce 
the book value of the premises by depreciation charges made 
from current earnings. It is not uncommon for a bank so to 
reduce the book value of land and bank building over a period 
of years that the land alone is worth more than the book 
value of both land and building. 

If the item Banking House (or some similar title) does not 
appear on the statement, the inference is that the banking 
premises are leased. The bank may lease from a safe deposit 
company that owns the property, or from a company formed 
by interested stockholders for the express purpose of owning 
the building, or from some other lan^ord. Many banks prefer 
to lease quarters during the early years of their existence, de- 
ferring the building of their own quarters until they are more 
certain of space requirements. 

Burmture and Fixtures— Vi the banking house is owned by 
the bank, furniture and fixtures are often included in die 
general total of Banking Premises and Equipment. If the tmik 
does not own the building, these items are carried on the state- 
ment as Furniture and Fixtures, the account including the 
investment in vaults, cage^ machine^ and furniture necessary 
for the business. 

GeiKrally sp^ing^ the equipment is valued on the bodts 
at a low figure or is even carried at a nominal value. Depre- 
dation is applied to equipment immediately on its purchase 
and is otablidied at a h^ enough rate to reduce ^e book 
value m a n ominal figure long before the equipmmt is dis- 
carded. 



BANK EXAMINATION. STATEMENT OF CONDITION 459 


Other Real Estate— 'T\m item represents real estate other 
than that in use by the bank for the conduct of its business; 
most of it consists of real estate whidi has been obtained as 
security for loans or other advances that have been unsatis> 
factory. Every endeavor is made to dispose of such real estate 
within a short time, and during the time it is owned by the 
bank it is generally valued below the amount expected to be 
realized by subsequent sale. State and national laws and regu- 
lations provide for the sale of other real estate as soon as 
reasonably possible. 

Other Assets — classification includes assets that cannot 
be properly included in the regular items, and its amount is 
proportionately small. It may include such assets as safe 
deposit company stock owned by the bank, sums due by 
reason of liquidation of other real estate, miscellaneous ac- 
counts receivable, and the like. The assets included in this 
classification vary widely among banks, for any group that 
does not justify a separate classification is made a part of this 
totaL 

Liabilities— The liabilities represent the bank’s obligations 
to depositors, to others, and to stockholders. The largest 
amount of liabilities, and the first to be considered, is that 
due to depositors. Following this are the liabilities to others, 
which are not large in proportion to total liabilities. Both 
deposit liabilities and liabilities to others must be completely 
satisfied before the obligations to the stockholders are con- 
sidered. 

Deposits— hi a commercial bank, the largest item of lia- 
bility to depositors is the demand deposit liability. The second 
in size is the item of time deposits, or savings. These may 
simply be ntKed on the statement as Demand Depoats and 
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Time Deposits, respecdvely, or they may be further detailed. 
As noted earlier in the text, banks regard their deposit growth 
primarily in terms of private funds and often show these 
funds on the statement of condition under the heading De- 
mand Deposits of Individuals and Corporations, making a 
separate listing of Public Funds. If the public funds consist 
principally of the deposits of some particular governmental 
body and amount to a considerable sum, a separate total imder 
a special designation vdll be carried— for example. United 
States Government Deposits. 

Time deposits are listed simply as Time Deposits (or Sav- 
ings Deposits) and Certificates of Deposit. 

Another designation is Special Deposits. These represent 
fimds not normally carried but temporarily placed with the 
bank in anticipation of particular and almost immediate use. 
When, for example, a bond issue that is payable at the bank 
matures, funds are deposited by the issuing corporation to 
pay ofi the bonds. These funds obviously are temporary and 
spedal in nature. If large in amount, they are carried sepa- 
rately on the statement; otherwise they are combined under 
the designation Special Deposits. 

Due to Ban\ and Bankers — have seen that transit and 
<X)llection items are cleared and many courtesies and transac- 
tions are accomplished by arrangements between commercial 
banks. To facilitate these arrangements, banks find it advis- 
able to carry balances with other banks, particularly those 
located in financial and trade centers. Metropolitan banks have 
as custcuners many banks located in adjacent territories and in 
every part of the United States. 

banks ^diere the number of accounts of other banks is 
ncK large, di«e accounts are carried on the general books, 
and the balances are consolidated in the item Other Deponts 
cm the stateiiKnt If the number of atxounts of other banks is 
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large, these accounts are carried on the due to banks ledger in 
the bookkeeping department, and the total is set up on the 
statement as Due to Banks and Bankers. 

Certified Chec\s, Cashier’s Checks, and Bank^ Drafts — 
When the bank certifies a chedc, it assumes the obligation of 
paying it to a holder in due course. This obligation is often 
shown in the statement with similar obligations arising from 
cashier’s checks issued by the bank and drafts drawn by the 
bank on its balances in other banks. A common title used for 
these items is Cashier’s Checks, Drafts, and Certified Checks 
Outstanding. 

Reserves — It is customary for banks to anticipate liabilities 
that can be calculated or estimated in advance by setting aside 
funds for these future payments. Such funds are called re- 
serves. Taxes (both local and national), interest on time 
accoimts, operating expenses, and the like are provided for 
by reserves. These are shown on the statement as Reserves for 
Taxes, Reserve for Interest, etc. In addition to these specific 
reserves, it is usual to set aside funds to meet liabilities which 
cannot be accurately estimated but which may occur, such as 
losses on loans and investments. These reserves are general 
or contingent reserves and are so carried on the statement. 

Reserves for taxes, interest, and so on are actual liabilities 
i^ch have accrued, although they may not be payable at the 
time of accrual. They are included in the liabilities because 
they represent an accounting of funds set aside to meet specific 
purposes; they belong ndther to the depositors nor to the 
stodtholders, but they are nevertheless liabilities of the bank. 
Other reserves, sudi as contingent reserves, are not actual 
liabilities at the time they are set up, but they are included in 
the l iab il ities on die theory that they may become liabilities 
in fbe future. 
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Capital 5 /or/^— Until the passage of the Emergenqr Banking 
Act of 1933 (hhurch 9, 1933), banks had only one class of 
stock, and the capital account carried in the liabilities repre- 
sented hinds due stockholders of the bank in proportion to 
their holdings. This amount, of course, was subject to payment 
in full of the deposits and liabilities to others. 

The Emergency Banking Act of 1933, and later the Bank- 
ing Act of 1933, provided that the Reconstruction Finance 
Ckirporation could supply needed capital funds to banks meet- 
ing certain requirements. These funds were advanced in two 
ways: either by purchase of the notes of the bank by the 
Reconstruction Finance Corporation or, if state banking laws 
permitted, by purchase of its preferred stock by the Recon- 
struction Finance Corporation. This alternative provision ap- 
plied to state banks, for national banks followed a uniform 
procedure of issuing preferred stock. The bank’s liability for 
these notes (or debentures, as they are called) or preferred 
stock was subordinate to its deposit liability and liability to 
others but superior to its liability on the common stock. A 
fixed rate of interest or dividend was provided for and the 
notes or preferred stock made subject to retirement imder 
certain conditions. It should be noted diat while the provisions 
for the sale of preferred stock or debentures were in contem- 
plation of die purchase of these issues by the Reconstruction 
Finance Corporation, they may be sold to others as well as to 
die corporation. 

These liabilities are shown separately on the statement as 
Debentures Outstanding and Preferred Capital Stock. 

The Common Capital Stock represents ownership of the 
bank, subject to any debentures or preferred stock outstand- 
ing. (Hiis item is usually designated Capital Stock when no 
pr^erred stock or debentures are outstanding.) The method 
of creating common stock and the privileges and responsibili- 
ties attached to its ownerdiip have already been discussed. 
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Surplus— Tht surplus account represents funds arising 
through contribution by the stockholders at the time die h ank 
was organized or when the capital was increased or through 
the accumulation of earnings over and above dividends paid. 
Funds in the surplus account are regarded as permanendy in- 
vested in the business, subject only to extraordinary charges; 
thus surplus provides an additional protection to both deposi- 
tors and stockholders, since the surplus account can be used 
for unusual losses vrithout impairing the capital stock. As 
noted previously, it is mandatory for nationd b anks to set 
aside at least one-tenth of their earnings in the surplus ac- 
count until that account equals capital; ^ a similar requirement 
is provided by most state laws. This is to compensate for the 
protection formerly afforded by the double lisiiility of stock- 
holders, which has now been eliminated in the national bank- 
ing system and in many states. 

Undivided Profits— The item Undivided Profits represents 
the earnings of the bank after deductions for dividends. Some 
indication of the extent of the profitable operations of a bank 
may be obtained by a comparison of the undivided profits 
figures over a period of time, after allowance for dividends 
paid. 

When the undivided profits accoimt becomes large in pro- 
portion to capital and surplus, the bank usually transfers an 
amount in even dollars from the undivided profits account to 
the surplus account. 

When the surplus account, in turn, becomes large in pro- 
portion to the capital stock, the bank may distribute a portion 
of it among the stockholders by an increase in capital stock. 

Other Uabilittes—USae Other Assets, this item represents 
liabilities that caimot be properly included in any of the regUr 
s National Bank Act» as amei^ed by tbe Banking Act of f 9$5, Sectloii 5199 
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lar classifications; its amount is small in comparison with total 
liabilities. 

Other Items— 'Th.tK follows a list other items that fre- 
quently appear in statements. 

1. Interest Earned but Not Collected, an asset> represents 
interest accrued on various investments and loans — ^that is, 
interest that has been earned but either is not yet due or has 
not yet been collected. Interest on demand notes, for example, 
is usually collected once a month; hence during the month 
some part of the interest is earned but not collected. Time 
notes usually provide for the payment of interest at maturity; 
in the meantime interest is earned but not yet due. 

2. Due from Customers on Account of Acceptances, an 
asset, represents the amount due the bank from customers be- 
cause of the liability assumed by the bank in accepting drafts. 

3. Unearned Discount, a liability, represents interest col- 
lected by the bank at the time the loans were made and ad- 
justed at regular intervals to show the amount still to be 
earned. 

4. Acceptances Executed for Customers, a liability, repre- 
sents obligations incurred by the bank in accepting drafts 
dmwn under letter of credit arrangements. 

5. Hie item Bills Payable, or Rediscounts, will appear in 
the liability col umn of a bank’s statement. This item represents 
the amount borrowed by the bank from the Federal Reserve 
bank its district or from a correspondent bank. 

Statement Vorms—^e form in which the statement 
condition must be made is established by the laws or regula- 
dtHis state or national authority. When the statement of 
condition is used for advertising purposes, various items are 
often added. For example, die cash, the market value dt securi- 
des, die market value of secured loans, and the amount of 
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eligible paper may be totaled and compared with the total de- 
posit liability. While it is not possible to give a detailed report 
of loans, investments are often listed and the book value and 
market value shown. 

The object of these additions is to impress upon customers, 
and the public as well, the conservative attitude of the bank (as 
reflected in the careful use of funds entrusted to it) and the 
conservative valuation of the assets. 

Mention has already been made of the elimination of much 
duplication of e£Fort and information in examinations and 
statement calls through the cooperation of various authorities. 
To further this aim, a committee has been formed known as 
The Permanent Standing Co mmit tee on Standardization of 
Call Reports and Earnings and Dividend Reports. Among 
those represented on the committee are state supervisors, the 
Federal Reserve banks, the Federal Deposit Insurance Corpo- 
ration, the United States Treasury, the National Assodadon 
of Bank Auditors and Comptrollers, the American Bankers 
Assodadon, and The Associadon of Reserve City Bankers. 

Conclusion — With the explanadon of the statement of con- 
didon this text on Bank Organizadon and Operadon is con- 
cluded. To serious students of banking, the successful com- 
pledon of this course is only the initial step toward a thorough 
and pracdcal knowledge of the banking profession, in the 
acquirement of which the many carefully prepared courses 
offered by the American Insdtute of Banking are invaluable 
aids. The pracdcal and continued applicadon of banking prin- 
dples by the student vdll continue to improve American bank- 
ing as well as to increase the responsibilides of and the re- 
wards to the individuaL 

It is not enough to know the principles or the ieas(ms why 
those principles have become so well establi^ed. It is quite 
as necessary to apply them in daily transacdons in a manner 
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that is equally satisfactory to the bank and to customers, for 
good will on the part of customers is essential to successful 
banking. 

This point of view is appropriately summarized in an ad- 
vertisement of one of the leading commercial banks, a state- 
ment which reflects the attitude of successful banks and 
bankers. 

“Intelligence and competence in dealing with customers 
does more to establish mutually satisfactory relations than 
mere politeness.” 

Questions Based on Chapter XII 

I. What are the purposes of bank examinations? 

2« What matters are especially considered by the Board of Governors 
of the Federal Reserve System in connection with the application 
of a state bank for membership in the system? 

3« What is the statement of condition? 

4. What regulations apply to the legal reserves of members of the 
Federal Reserve System? 

5« How are investments classified on the statement? 

6. How are loans and discounts classified? 

7. What other information besides the statement ctf condition is in* 
duded in the statement folder? For what purposes is it induded? 

8. How are deposits cM’dinarily dassified? 

9. What are reserve accounts? 

10. What does the item Surfdus represent? Capital Stock? Undivided 
Profits? 

Questions for Outside Investigation 

1. How are loans and discounts shown on the statement of condition 
of your bank? 

2. How are the difiEerent kinds ci investments shown? 

3. What infiMrmatum other than the statement itself is contained in the 
^tement folder of your bank? 
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4. What were the dates of the last three calls made upon your bank? 

5. By what authorities is your bank subject to examination? 

Assignment 

The statement of condition of the Institute State Bank, Erewhon, 
Illinois, on June 30, 1939 contained the items and amounts which fol- 
low. From this information construct the statement of condition, supfdy- 
ing the correct amount for Undivided Profits. 

Cash and Due from Banks (294,945.48 

United States Government Obligations 527,846.42 

Time Deposits 170,350.42 

Interest Earned but Not Collected 4,824.17 

Reserve for Taxes 3463.71 

Reserve for Interest, etc 3,101.01 

Time Loans 161,747.16 

Demand Loans 22,010.22 

Interest CcJlectcd but Not Earned 1,021.01 

Federal Reserve Bank Stock 4,500.00 

Capital Stock 100,000.00 

Surplus 50,000.00 

Other Resources 1,525.00 

Banking House 22,800.00 

Reserve for Contingencies 10,000.00 

Demand Deposits 721,063.10 

Other Bonds 52,816.50 

Furniture and Fixtures 4,218.16 

. Undivided Profits « • * • * * . t . 1 1 1 • t * 1 1 1 • 1 » t f 1 1 « 1 1 # ? 
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TABLE I 

(From Twenty-Fifth Annual Report of the Board of Governors of the Federal 
Reserve S3rstem Covering Operations for the Year 1938, p. 7) 


Banking Structure of the United States 
June 30, 1938 



Number 

Gross * 

Percent of total 


of 

banks 

deposits ‘ 
(in millions 
of dollars) 

Number 

of 

banks 

Deposits 

All banks 

15,287 

59,044 

100 

100 

Insured banks: 





National 


26,763 

34 

45 

State member 

1 1,096 

14^546 

7 

25 

Insured nonmember 

7,437 

7,123 

49 

12 

Noninsured banks 

1,512 

10,612 

10 

18 


1 Include interbank deposits. 
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TABLE II 

(From Twenty-Fifth Annual Report of the Board of Governors of the Federal 
Reserve System Covering Operations for the Year 1938, p. 60) 


Member Bank Reserve Requirements 
(Percent of deposits) 


Classes of deposits 
and banlu 


Aug. 16, 1936- 
Feb. 28, 1937 

Mar. I, 1937- 
Apr. 30, 1937 

i 00 

M 

M ^ 

^ »- 
s< 

Apr. 16, 1938 
and after 

On net demand deposits: 




■■ 


Central reserve city 

13 


22K 


22K 

Reserve city 

10 

15 

17K 



Country 

B 

io }4 

iiyi 

mm 

12 

On time deposits: 

■1 



mM 


All member banks 

D 

4K 

sK 

B 

\ 5 
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TABLE III 


(From Rand McNally Bankers Directory, first igag edition, p. 6 g) 
CONSOLIDATED CAPITULATION FOR DECEMBER igaS STATEMENTS 


State 

National Banks 

11 

li 

II 

Private Banks 

Other Banking 
Institutions 

Total Banks 

National Bank 
Branches 

State Bank and 
Trust Co. Branches 

Private Bank 
Branchs 

Other Banking 
Institution 
Branches 

Total Branches 
Listed 

Total Number 
Institutions Shown 

Alabama 

66 

150 


I 

2 X 7 

6 

15 


x 

22 

239 

Alaska 

4 

8 

z 


13 


2 




IS 

Arizona 

S 

7 


3 

IS 

2 X 

5 




41 

Arkansas 

SO 

x 68 


2 

220 

I 

14 


X 


236 

California 

102 

xig 



■1 

230 

684 

176 


5 


1,095 

Colorado 

78 

66 



Ka 




X 


147 

Connecticut 

54 

138 

4 

■a 


4 

xo 




22 X 

Delaware 

x6 

32 



48 


13 




61 

Dist. of Columbia. . 

9 

13 


2 

24 

17 

13 



30 

54 

Florida 

53 

X12 



i6s 


2 


X 

3 

x68 

Georgia 

52 

232 

64 

6 

354 

x6 

8 


I 

■ 1 

379 

Hawaii 

z 

10 



XI 

12 

22 




45 

Idaho 

ig 

32 



SI 

x6 

16 




83 

Illinois 

317 

540 


5 

862 


•2 



Hi 

864 

Indiana 

127 

37 X 

z6 

IX 

525 

8 

51 

X 


60 


Iowa 

log 

541 

X 2 

4 

666 


155 



155 

821 

Kansas 

182 

498 

I 

5 

606 






686 

Kentucky 

98 

325 


4 

427 

18 

zo 


X 

29 

456 

Louisiana 

30 

I16 


3 

149 

27 

26 


I 

54 

203 

Maine 

39 

64 



X03 

4 

63 



67 

170 

Maiyland 

63 

128 


2 

193 

8 

80 


I 

89 

282 

Ma^achusetts .... 

126 

266 


x6 

408 

63 

87 


X 

ISI 

559 

Michigan 

82 

374 

18 

I 

475 

55 

103 

X 

X 

x6o 

63s 

Minnesota 

xga 

492 


6 

690 

6 



z 

7 

697 

Mississippi 

^5 

x8o 



205 

X 

41 



42 

247 

Missouri 

87 

548 


7 

642 






642 

Montana 

43 

71 



114 


HNI 


I 

Z 

IIS 

Nebraska 

X36 

301 


4 

441 

HNI 

BNI 


X 

X 

442 

Nevada 

6 

5 



XI 

XX 

HHB 




XI 

22 

New Hampshire.. . 

5 * 

S6 


I 

log 

X 

■9 



3 

XZ 2 

New Jersey 

227 

172 

z 


400 

32 

89 



X 2 X 

521 

New Mexico 

22 

19 



41 


6 



6 

47 

New York 

438 

445 

12 

9 

904 

X84 

499 


t 39 

722 

1, 626 

North Carolina. . . . 

43 

z88 


6 

237 

7 

IXI 


X 

iig 

356 

North Dakota 

SO 

124 


I 

17s 


16 


... 

16 

191 

Ohio 

246 

4^ 

13 

2 

7 og 

35 

13s 


X 

171 

880 

Oklahoma 

214 

184 


3 

401 




5 

5 

406 

Oregon 

28 

48 


2 

78 

6S 

3 


X 

69 

147 

Pennsylvania 

69s 

387 

17 

5 

1,104 

41 

71 

3 

2 

1 X 7 

Z, 22 I 

Rhode Island 

12 

19 


X 

32 

8 

32 


6 

46 

78. 

South Carolina 

20 

128 

I 

3 

152 

IS 

7 



22 

174 

South Dakota 

43 

124 



167 

19 

9 



28 

195 

Tennessee 

71 

232 


X 


17 

34 


2 

S 3 

357 

Tc 3 (fs 

447 

402 

26 

XX 





3 

3 

889 


13 

46 


X 

60 


4 


I 

14 

74 

Vermont 

42 

42 



84 


19 



2 X 

105 

Virginia 

131 

186 


4 

32X 

14 

56 



IP 

391 

Washington 

48 

99 


2 

149 

77 

S 


X 

83 

232 

West V&ginia 

79 

104 


2 

18s 






x8s 

Wisconsin 

105 

481 



586 

14 

107 



xax 

707 

Wyoming 

26 

32 


X 

59 






59 

Grand Total 

S» 2 a 3 


x86 





■ 

80 

3»722 

19,163 


* Canadian Agencies. f Includes 3 ^ Foreign Agencies in New York Dty. 
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TABLE IV 

(From Twenty-Fifth ^nual Report of the Board of Governors of the Federal 
Reserve System Covering Operations for the Year 1938, p, 59) 

Maximum Rates on Time Deposits 

Maximum rates that may be paid by member banks as established by the Board 
of Governors under provisions of Regulation Q 
[Percent per annum] 



Nov. 1, 1933, 
to 

Jan. 31, 1935 

Feb. 1, 193s, 
to 

Dec. 31, 193s 

In effect 
beginning 
Jan. I, 1936 

Savings deposits 

T 

2}^ 

2}4 

2}4 

zH 

2 

P(^tal Savings deposits 

3 

Other time deposits payable in: 

6 months or more 

•j 

90 days to 6 months 

0 

T 

Less than 90 days 

J 

3 

I 





Note. — Maximiim rates that may be paid by insured nonmember banks as established by the 
Federal Deposit Insurance Corporation, enective February x, 1936, are the same as those in effect for 
member banks. In some States the maximum rates established by the Board and the Federal Deposit 
Znaurance Corporation axe superseded by lower maximum rates established by State authority. 
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TABLE VI 

(From Twenty^Fifth Annual Report of the Board of Governors of the Federal 
Reserve System Coveting Operations for the Year 1938, p. 53) 

VOLUME OF OPERATIONS IN PRINCIPAL DEPARTMENTS OF FEDERAL RESERVE 

BANKS, 1934-1058 

[Nomberlin thousands; amounts in thousands of dollars] 



1934 

1935 

1936 

1937 

193 ^ 

Numbke of Pieces Hakdled > 

Bills discounted: 








ts 

5 

3 

7 

6 

l^tes discounted 

30 

§ 

4 

7 

6 

Advances made 

12 

5 

3 

7 

6 

Industrial advances: 






Advances made 

•s 

X 

.7 

.2 

•4 

Commitments to make industrial 





advances 

.2 

.6 

•3 

.1 

.2 

l^Qs purchased in open market for 






own account 

' 7 

2 

X 

2 

.2 

Currency received and counted 

2,067,83s 

2,148,48s 

2,232,980 

2,257,892 

2,089,987 

Coin recdved and counted 

2.565,164 

818,847 

2,590,859 

885,190 

2,665,190 

2,730,387 

2,676,248 

C 3 ieck 8 handled 

1,009,264 

1 , 044,553 

1,098,115 

CoBecrion items handled: 

U. S. Government coupons paid . 

21,555 

22,633 

18,806 

18,566 

17,802 

All other 

7.436 

7,119 

6,968 

6,70s 

6,389 

Israes, redemptions, and exchanges 



fiscal agency department: 

U. d. Government direct obligations 

S..8I 

6,838 

27,919 

3,892 

3,456 

AH other 


3 , 7 ^ 

982 

1,538 

661 

575 

Transfer of funds 

1,125 

951 

q 8 o 

853 

Ahoumts Hampied 

1^ (fiscounted: 






Notes discounted 


9,622 

6,886 

16,187 

Mr 

Advances made 

219,924 

160,714 

Si 63 sa 

Industrial advances: 


Advances made 

1 14.884 

28,479 

8,519 

4,932 

6,500 

Commitments to make industrial 

advances 

X1.443 

29,223 

12,583 

6,978 

11,217 

1^ purchased in open market for 


own account 

75,903 

9,837, wi 

25,207 

25,252 

2.781 

Currency received and counted 

9,932,601 

10,059,637 

10 , 199,559 

8,883,728 

Coin received and counted 

298,297 

275,608 

276,323 

287,708 

271,128 

hanfilfwt ^ 

179 , 544^88 

202,989,742 

234,417,787 

255,453,609 

232,090,217 

Collection Hmns handled: 




U* S. Government coupons paid . 

,699,325 

751,916 

7^'ooi 

865*465 

6,159,828 

854,273 

Another 

6,742,974 

7,948,641 


5,321,443 

lames, redemptions, and exchanges 


m fiscal agency department: 

U. K Govermnent direct otdigations 

29,941,049 

30,755,611 

25.196,825 

19,304,020 

1,691,863 

24,450,791 

2, 581, 011 

Afl othw 

0 

3,3^,189 

80,483,190 

2,223,136 

Transfer of funds 

73,077,156 

87,001,630 

94,596,861 

82,219,740 


1 2 or more chedcs, cotQKm^ etc^ lumdled as a dngk item are counted as s ''piece.** 
^Includes oouposs frrnn ob£|^Uioiis guaranteed by the United States. 

* Figures not available. 
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